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The Treatment of Interest on Manufacturing 
Investment 


In a manufacturing business shall interest on investment be 
considered as a factor of cost, or shall it be treated as a deferred 


charge against profits? The matter is one of considerable prac-. 


tical accounting importance and one on which the views of promi- 
nent accountants are diametrically opposed. 
The reasons for this divergence of view and of practice have 


been presented in scattered articles, in single addresses, and in. 
discussions following these addresses, but they do not seem to- 
have received at any time a connected, reasonably complete and. 


comparative consideration. For the purposes of such a consid- 
eration the JouRNAL presents in the following pages for the first 
time a series of comparative articles for and against the inclu- 
sion of interest on investment in manufacturing cost. 

Although the writers of these articles are well-known and 
able advocates, it is not probable that they have given all the 
reasons that can be adduced in favor of the one course or the 
other, nor is it likely that their arguments are all unanswerable. 
For the sake of a full discussion and, as far as may be, a prac- 
tical settlement of the question, it is to be hoped that the state- 
ments of the present articles will be supplemented or commented 
upon as may seem necessary. For this purpose the JouRNAL. 
columns are open. 
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Interest on Investment in Equipment 


By Morse CoLe 
Assistant Professor of Accounting in Harvard University 


Though it is common to speak of cost accounting as if it 
were different in nature from other kinds of accounting, virtually 
all accounting worthy of the name has for a prime purpose the 
determination of cost. Accounting should serve as a guide in 
three ways: in fixing prices so that they shall be adjusted 
properly to costs; in eliminating waste of material, of labor, and 
of burden charges; and in determining what had best be under- 
taken in the establishment itself and what had best be purchased 
or ordered outside. Since these three purposes are the recog- 
nized fundamental purposes of cost accounting, it is necessarily 
true that whether an enterprise is concerned with manufacturing, 
distribution, or service, its accounting should be, in a sense, cost 
accounting. 

Let us examine these three aims in turn. 

Prices must be fixed at such a point that they shall at least 
cover (1) materials, or goods; (2) labor, or service; and (3) 
expense burden, or what are commonly called “overhead 
charges.” Obviously, if the last of these is not quite fully cov- 
ered, the continuance of production or service is not economically 
advisable (unless, of course, the work serves other purposes 
than those which are immediately connected with the initial en- 
terprise). If, again, the income provided by the price gives 
less than a proper amount as interest on the investment—invest- 
ment in the form of capital locked up in machinery, facilities, 
material, or waiting product,—the return is not economically suffi- 
cient to make the enterprise self-supporting. If this interest is 
not included in the expense burden, therefore, it must be added 
later, somewhere, before one can know whether the return 
is adequate to make the enterprise self-supporting. Since one of 
the purposes of accounting is to show whether the return is 
adequate, the interest would seem necessarily to be involved 
somewhere in the accounting. 

Efficient management always attempts to eliminate as much 
as possible of excess consumption of material, excess expenditure 
of labor—both mental and muscular,—and excess investment 
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in machinery, in other facilities, and in supplies. The best guide 
for such elimination is an analysis of these various elements, so 
that comparison may be made between different methods and 
between different managements. To use a simple illustration, 
there may be a choice between two methods as follows: machin- 
ery at a cost of $35,000, materials at a cost of $5, and labor at a 
cost of $20; or machinery at a cost of $5,000, material at $5, and 
labor at $30. We may know, perhaps, that the maintenance, 
insurance, and taxes on the machinery, while the article is in 
machine process (that is, the share of maintenance, insurance, 
and taxes chargeable on this particular production), will be 
$10 in the first case, and $1.50 in the second case. These figures 
give us with the expensive machinery a production-cost of $35.00 
(that is, $5 for material, $20 for labor, and $10 for maintenance, 
etc.), and of $36.50 ($5 for material, $30 for labor, and $1.50 
for maintenance, etc.), with the less expensive machinery. Tak- 
ing no account of the interest, therefore, the investment in the 
expensive machinery appears worth while—if, at least, our pro- 
duction is so large that a margin of $1.50 reduction in cost on 
each article of product is worth while when set against the 
possibly greater error in our estimate of depreciation, etc. Yet 
we have clearly left out of account one element of the problem, 
for, until we know the length of time for which these different 
equipments are involved in production we do not know whether 
interest on the greater capital in the first case will more than 
eat up the margin of saving over the second. If, for example, 
the machinery is employed a day in producing this article, even 
though we use as low a rate of interest as 3 per cent, there 
is in the expensive machinery an additional element of $3.50 in 
interest for the one day involved (on a 300-day basis), but 
there is an additional charge of only 50 cents in interest, on the 
same ground, for the inexpensive machinery. This difference in 
favor of the less expensive machinery turns the scale of 
advantage; for the costs are now $38.50 compared with $37. If, 
on the other hand, the machines were employed in this production 
only one hour, on the basis of a g-hour day, the more expen- 
sive machinery with the lower labor cost would be a more eco- 
nomical means of production; for, since the interest element 
is now only 39 cents, its total is $35.39, but the total for the 
other machine, with interest of 6 cents, is $36.56. It is absolutely 
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essential, therefore, that interest be taken into consideration in 
determining which of two methods of production is more 
economical. 

The same sort of consideration of interest is essential in at- 
tempting to determine what we shall make in our own establish- 
ment and what we shall order outside; for if work at home 
involves investment in machinery, or other facilities, so that 
we must get a return of $38.50 from our ultimate product or 
service, but we can purchase the same product or service outside 
for $37, it is obviously foolish to do the work at home—unless, 
indeed, our freedom from outside dependence is worth to us 
more than the difference in cost, or unless we can find no employ- 
ment for our capital elsewhere at a rate as high as that which 
we have used in our calculation. 

No comparison is possible between different establishments, 
between different periods in the same establishment, or between 
different methods in the same establishment, if capital investment 
in labor-saving or material-saving machinery is neglected; for 
the very purpose of such investment is to save cost in other 


directions, and to neglect the capital sacrifice, made in saving 


other costs, is to neglect in part the very aim of cost accounting. 

Opponents of treating interest as a cost may admit the need 
of knowing the figure of interest but may deny the desirability 
of showing it on the books. The function of an accountant is 
to analyze a situation and learn the facts; and the function of a 
bookkeeper is to record the facts which, if not recorded, will be 
forgotten. It seems, therefore, as if it is the function of a cost 
accountant to learn regarding interest the facts which will serve 
as a guide in determining prices, in eliminating wastes, and in 
determining what may best be undertaken; for one cannot other- 
wise easily get a safe guidance in these particulars. It seems, 
too, as if it is the function of the bookkeeper to record the results 
of such study, for surely they will be forgotten if they are not 
recorded. 

Possibly some persons admit that, for such purposes as those 
just discussed, interest must be considered, but deny that it is 
a cost. Discussions of terminology are quite as likely to be 
fruitless as fruitful. Any practical value that they may have 
must lie in a possible better common understanding of one an- 
other’s meaning when men use the terms in question. Today the 
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word “profit,” which is the complement of “cost,” is used in 
many senses. Under many partnership agreements, salaries and 
interest on investment are charged as expenses, and net profit 
is the gain arising from proprietorship pure and simple—from 
the circumstance of responsible ownership, aside from the salary 
of the manager as manager (not financially responsible) and from 
the income of the capitalist as capitalist (not personally re- 
sponsible). The happy conjunction of ownership and personal 
responsibility often results in a gain not otherwise realizable, and 
that gain is profit. When there is no provision for interest and 
salaries, on the other hand, the term “profit” is commonly ap- 
plied to the difference between the gross income and the charges 
incurred for purchases and outsiders’ (non-partners’) services; 
so that the profit shown is a compound of return for proprietors’ 
services, for interest on partners’ investments, and for the cir- 
cumstance of responsible ownership. In corporation accounting, 
again, salaries are always included in expenses, and the net in- 
come is the return to the stockholders as owners of capital. In 
common parlance, therefore, the word “profits” means much or 
little. Knowing this, men always interpret it with a mental 
foot-note. 

On the announcement of the figure of profits under an agree- 
ment which makes no provision for interest, the first mental act 
of anyone interested in the business is to see what relation those 
profits bear to the capital—so as to see what are the excess 
profits over a reasonable return on the investment. Instinctively 
interest is a first deduction—partly because it has a definite basis 
that can be figured, and partly because it is the one thing that 
everyone counts on. One does not think of terminology: one 
thinks only of the fact. Virtually everyone admits that in part- 
nership or other settlements the most satisfactory agreement is 
one that provides for a definite interest charge. This is mere 
practical convenience. Though the accountant is not much con- 


cerned with theoretical economic distinctions, he is at least in- 
terested when he sees that economists use a term in a sense that 
happens to be, for his own practical purposes, most convenient 
for him. Professor F. W. Taussig, in his Principles of Economics, 
a recently published and standard authority used in many uni- 
versities, says, “So much only of a business man’s income is to 
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be regarded as profits as is in excess of interest on the capital 
which he manages.” * 

We have seen that for analytical purposes, in studying opera- 
tions, practical necessity requires us at least to consider inter- 
est in virtually all calculations when investment is involved; and 
we have seen that in financial statements practical convenience 
is served by the treatment of interest as a charge, or cost, rather 
than as a residue, or profit. It seems reasonable, therefore, for 
accountants to adopt a terminology that will serve their own 
ends, will agree with the terminology of economists, and will 
mislead no one. Business men are likely to be misled in the 
future, as they have been in the past, by statements of profit 
which assume that no cost is involved in the use of capital. 


On the Inclusion of Interest in Manufacturing Costs 


By A. Hamivton CHurRcH 


Consulting Industrial Engineer, Patterson, Teele & Dennis 


The question whether interest should be included in shop 
costs is frequently obscured by a certain indefiniteness as to what 
is meant by “interest” in this connection. As a matter of fact, 
interest as met with in accounting is of two kinds, viz. : 

(1) Interest paid out by the concern for the use of bor- 
rowed capital, as on mortgages, debentures, loans and other- 
wise. The bearing of this kind of interest on the profits which 
will ultimately be distributable on the stock of the concern is of 
course very important. Bad financing may swallow up the 
profits, but this has nothing to do with the manufacturing 
efficiency of the shops. Whether or not the proprietors or di- 
rectors elect to borrow, rather than to invest, capital, is entirely 
a question of how they are willing to distribute profits when 
earned. In other words, it is a question of finance, pure and 
simple, and affects revenue account alone. 

(2) The second kind of interest is the only one now under 
discussion, namely, an assessment for the usE of capital values 
in the actual processes of manufacturing, represented by land, 


* Vol. Il, p. 179. 
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buildings, plant machinery, stores and work in progress, etc. I 
prefer to call this an “interest charge.” 

Not only are these entirely separate kinds of interest often 
confused, but it has happened that concerns have included in 
their costs percentages designed to distribute the interest in- 
curred for mortgages and even for loans, while entirely ignoring 
any charge for the use of capital in the various forms employed 
in the shops. Such a practice has neither theoretical authority 
nor practical advantage. 

The general principle that we must apply in discussing this 
question is that of utility. Older writers on the subject have fre- 
quently asserted that one or other of the aspects of the question 
was more “theoretically accurate,” but have generally failed to 
state the terms of the theory involved. Probably, however, the 
older practice was on the whole against, rather than in favor of, 
including any interest charge for the use of capital in costs. 

Until recent times, there was a good deal to be said for this 
attitude, for it must be clearly realized that such an interest 
charge does not affect the ultimate profits, however handled. 
If included, it increases costs, but this increase in costs is offset 
(when the whole course of the transactions is summed up in the 
profit and loss account) by the accumulation of a balance in the 
“Interest Earned” account. If not included, costs are lower by 
just the amount that would have been thus accumulated, and the 
net trading result is the same in both cases. 

In such circumstances it is hardly surprising that many 
persons, looking at the ultimate result rather than at the inter- 
mediate steps, should have preferred the simpler method, and 
avoided the inclusion of interest in costs. It was of practically 
no service to the accountant, and from the nature of the methods 
by which the distribution over costs was made, it was scarcely 
of more value to the technical man or to the estimating or selling 
departments. 

All indirect expense, including of course an interest charge 
where such was made, was formerly distributed over product in 
direct proportion to labor involved, or in proportion to time 
(hourly burden) taken to do the job. The informative value of 
such methods of distributing burden is very small, and as re- 
gards the item of interest-charge included may be said to be nil. 
The proportion of interest that became affixed to any given job 
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bore no proportion whatever to the call on the use of capital made 
by that job. A purely hand-skill job might take just as much 
burden as a job calling for the use of the most powerful ma- 
chines. All that was really attained was a rough idea of the 
bearing of indirect expense to direct labor averaged over all the 
work. When this figure was ascertained, the wholly unwar- 
rantable assumption was made that each individual item of 
work might be safely regarded as taking neither more nor less 
than such average burden, whereas the truth commonly is that 
the real absorption of burden by different jobs is very unequal. 

Practical intuition discerned this inherent vice of percentage 
systems long before any remedy was known, and burden figures 
have as a consequence been under a cloud, and have been treated 
with perhaps unconscious contempt by the technical men for 
whom alone they have any significance. If this was the case 
with all burden, it follows that the inclusion of interest charges 
in such burden had no practical value whatever. 

Some attempts were made at various times, and even very 
early in the history of manufacturing, to remedy this defect. 
Machine rates were introduced to give some fairer incidence 
of the use of capital on individual jobs, but these were crude and 
arbitrary, and remained unsystematic until the present writer 
undertook an examination of the whole question of expense bur- 
den in 1899-1900. Since the publication of The Proper Distribu- 
tion of the Expense Burden* there has been a steady growth 
of perception among accountants and manufacturers of the 
desirability of abandoning the practice of aggregating all kinds 
of indirect expense under the head of burden, in favor of a segre- 
gation of such expense into classes or “factors,” and observing 
the relations of such factors to the actual operations of the shop. 

Briefly speaking, the method of “production factors’ is 
designed to give, among other things, due expression to the 
influence on costs of the usE of capital in manufacturing opera- 
tions. This applies not merely to the capital involved in produc- 
tive machines and tools,“but also to that involved in auxiliary 
factors of production such as the land-building factor, the power, 
heating and lighting factors, the stores-transport factor, etc. 

* First published in Engineering Magazine, 1901. In volume form, 1908. Re- 


printed, 1912. The subject has been expanded, from a more directly practical 
viewpoint, in Production Factors, published 1910. 
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Each of these factors represents a definite kind of expense, hav- 
ing a particular and definite bearing on the manufacturing 
processes. The cost of each factor is separately assessed against 
the productive machines making use of the services involved in, 
of course, exact proportion to the extent of the service. 

Under this arrangement it is evident that each productive 
machine will be charged with a series of factor rents according 
to its individual call on the different services (including interest 
charge on its use of capital) rendered by the factors of produc- 
tion such as the land-building factor, the power factor, the trans- 
port factor, and the interest and depreciation charges on the 
capital value of the machine itself—the resulting total being ex- 
pressed as an hourly “machine rent.” Large and costly machines, 
occupying considerable space, using much power, and calling on 
the transport factor for heavy craneage service, will naturally 
have a very different machine rent from light, cheap machines, 
calling in a less degree on any factor. Consequently also the jobs 
done on these respective machines will have a very different 
amount of burden affixed to them. 

The method of costing by “production factors” removes what 
was the main objection to the inclusion of an interest charge in 
costs under former methods, viz., its inutility. On the contrary, 
to include it becomes logical and even necessary, as soon as we 
are able to connect its incidence with the variety of processes 
performed on individual jobs. 

While it is obvious that the manner in which capital is pro- 
vided (as by means of stock, mortgages, loans, etc.) cannot affect 
the cost of shop processes, on the other hand the manner in which 
capital is used must have a strong influence on the efficiency of 
production from the point of view of cost. Just as soon as two 
processes are used in the same plant, it becomes necessary to 
delimit as closely as possible all the elements of cost of such 
processes. Where more than two are used—and in a modern 
plant they may be counted by scores and even hundreds—this 
necessity increases in proportion to the complexity thus intro- 
duced. One of the first questions that would naturally arise if 
we approached the matter from a logical and natural standpoint 
would be to what extent the use of capital is involved in the dif- 
ferent processes. This can be shown in the simplest and most 
convenient way by charging production for the use it makes 
of capital, in each of the different processes. 
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It is only by doing so, and consequently by segregating all 
expense into factors and including a reasonable interest charge 
for the capital used in the services represented by the factor, 
that we can obtain the complete story about the cost of any 
process. Wherever capital is made use of, whether in the power 
plant, in the erection of buildings, or in the purchase of costly 
special machinery, the use of such capital has to be paid for, 
somehow and somewhere. /t is only rational that it should be paid 
for by just those processes (and therefore those jobs) which in- 
volve its use. To exclude interest charge from cost of these jobs 
is to ignore one of the most important matters that we should 
know, namely—how far this use of capital is economically justi- 
fied. 

The matter is rendered more important than formerly owing 
to the steady increase in the value of plant relatively to the cost 
of labor. A recent study of manufacturing statistics by Mr. 
A. C. Popcke (Engineering Magazine, September, 1912) shows 
that the horse power to drive machines has increased, on the 
average, 40 per cent per operator in the last ten years. Similarly 
capital investment in plant has increased 46 per cent per operator | 
in the same period. These changes are significant of the growing 
size, weight and capacity of modern machinery, and point to the 
necessity of connecting a charge for the usE of capital with the 
various factors of production, and so, later, with each individual 
line or item of product. 

In particular, no purchase of new equipment should be made 
until its call on all production factors has been worked out, and 
due attention paid to the influence of its use of capital, as rep- 
resented by a reasonable interest charge. 


Interest Not a Charge Against Costs 
By W. B. RicHarps 


The writer does not believe in the principle of charging into 
either cost of production or administrative expense interest on 
the capital invested in the business. Many concerns do so charge 
interest, and many reputable accountants and efficient engineers 
allow it; but it is hard to see the logic of their arguments in 
its favor. In the writer’s experience he has found that it is 
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usually done for the purpose of increasing the cost for some rea- 
son, such as influencing the selling department in securing good 
prices for their goods, or for the purpose of concealing the real 
cost of the articles made; the manager of the sales department, 
knowing the real cost and making allowances where necessary at 
the time of sale. 

Among the reasons for not approving of this interest charge 
are the following: 

Every properly conducted concern includes in its cost of 
production a regular charge for depreciation of its plant, property 
and equipment. This charge, if correctly figured, keeps the 
value of its property accounts at the convertible figure. In 
these circumstances it would seem that charging interest as well 
on the amount invested would be making a double charge. 

The financing of a business should be kept distinct from both 
the production department and that of administration. 

Money borrowed by a business, whether on bond and mort- 
gage or unsecured loans, should be considered as part of the 
capital, and, while interest paid on this is a fixed obligation, it 
should not be taken into the production costs—but should be 
considered a part of the commercial expense. 


Interest Not a Part of the Cost of Production 
By J. E. Srerrerr 


It is interesting and perhaps significant that cost accounting 
is commonly thought of as appertaining to the affairs of manu- 
facturers only. It is, however, apparent that the principles 
governing the correct determination of the costs of manufac- 
turers and other producers who must meet open competition also 
operate in ascertaining the cost of services rendered to the 
public by utility corporations, and the need for a knowledge of 
costs is substantially the same in both classes. To the first 
class a knowledge of cost is essential in the fixing of prices, the 
maximum of which is regulated by the inexorable law of compe- 
tition. The second class must be prepared to show the cost of the 
service rendered and the value of the property employed in 
order that just rates may be established. 

In both instances it is necessary to fix a selling price, or 
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secure a rate that will not only return the actual cost of produc- 
tion (or of service, as the case may be), but will yield a reason- 
able return upon the property employed. While there is thus 
a constant association of these two elements in prices and in 
rates, they are distinct and each is entitled to its own identity 
and position. It may be interesting in passing to remark the 
wide variations in the relative proportions of these elements 
in different circumstances. The ratio of cost to price, or rate, 
may be as high as 80, or even 90, per cent in certain types of 
merchandising, and will drop to say 25 or 30 per cent in a gravity 
water system. In the first instance the interest (or return upon 
capital) factor is comparatively small, while in the latter it 
looms much larger than the cost factor. 

Public service commissions and other rate regulating bodies 
have uniformly maintained a proper distinction between cost 
and return upon investment; but those who have felt called 
upon to discuss manufacturing costs have not always approached 
the question with the same clarity of vision. Moreover, those 
who assert that interest is an element of cost seldom attempt to 
give any logical reason in support of their contention, and they 
fail to carry their theory to its ultimate conclusion. 


The end commonly sought by them is the attainment of costs 
that will reflect the employment wherever used of expensive 
types of machinery. It is obvious that the use of a costly ma- 
chine must increase the hour rate of cost even though it may 
reduce the total cost of the article produced; but an adequate 
adjustment in respect of the use of the machine is, or should be, 
secured through the charge for depreciation, or speaking more 
accurately, the expired outlay upon productive plant. It would 
seem too that if interest is a part of cost the principle would in 
nowise be dependent upon the value of the equipment, and in 
theory, at least, it should be just as essential to include a charge 
for interest upon the capital invested in small tools as upon that 
locked up in the most elaborate and expensive machine. More- 
over, why charge interest upon fixed capital and omit to do so 
in respect of floating capital? The oil that lubricates the ma- 
chine, and the raw material that enters the product may be in 
the storeroom for months before being consumed and during this 
period they represent capital invested quite as surely as does a 
lathe or drill press. Or, viewed from another angle, why not 
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compute interest upon wages paid from the date of payment 
until the completion of the article or job? The procedure might 
indeed even become so fascinating as to lead to a further charge 
for interest from the date of completion to that of sale. 

The theory that interest is a part of cost is as unsound in 
economics as in accounting, but, as a discussion of that aspect 
of the question would be largely academic and outside the pres- 
ent field, it is desirable to pass on to a brief consideration of 
some of the results which would follow the adoption of a cost 
system providing for the inclusion of interest as a part of the 
cost of production. In doing so, however, it is necessary to have 
clearly in mind the more important purposes for which costs 
are ascertained. The primary aim is undoubtedly to aid in 
establishing a basis for fixing selling prices, or rates; while 
the secondary and scarcely less important, is to determine a fair 
value for inventories. Other purposes, such as reducing cost, 
increasing efficiency, eliminating waste, affording comparative 
statistics, etc., are important, but, as they present no problems 
not developed in connection with the first two purposes named 
above, they may be dismissed without further comment. 

The determination of a proper selling price or rate depends 
for its successful accomplishment upon several things, of winich 
cost of production is only one, although a highly important one. 
Other determining considerations are the cost of selling or dis- 
tribution, terms of credit, risk of loss, and rate of profit required 
to yield a return upon the capital employed. At this point inter- 
est must enter into the calculation, but to inject it at an earlier 
stage serves only to confuse and render more inaccurate the 
cost accounts which under the most favorable conditions contain 
a margin of error far too wide for comfort. 


In many lines of industry the value of the material and labor 
that can be specifically allocated to a particular article or job 
forms a minor, rather than a major, part of the total manufactur- 
ing cost. In all cases a relatively large amount of indirect cost 
is incurred and must be distributed by some means that in the 
most favorable circumstances do not admit of entire accuracy. 
Everyone acquainted with the condit'vns inherent in productive 
processes knows how necessary it is to devise methods by means 
of which the largest possible measure of the total costs of pro- 
duction can be identified with and charged to a given article or 
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job. Thus at a time when the best efforts of every intelligent 
cost accountant are being put forth to reduce to a minimum the 
proportion of indirect costs of production the wisdom of intro- 
ducing an interest charge requires a clearer demonstration than 
any of its advocates have yet given. When it is considered that 
such an interest charge, instead of being a small, perhaps almost 
negligible, quantity, may and frequently would be a substantial 
proportion of the entire cost, the danger of serious error in the 
results is enormously increased. Furthermore, as there is, prac- 
tically speaking, no fixed rate of interest (the legal rates varying 
in our own country from 5 to 10 or 12 per cent) the charge 
itself as adopted by one manufacturer might vary from that of 
his neighbor to an extent of 25, 50 or even 100 per cent. Produc- 
tion costs determined upon such an uncertain basis could only 
be accurately described as speculative costs. 

The correct basis for inventory valuations is universally ad- 
mitted to be that of the cost to produce the goods in the stage 
or condition in which they are when taken in the inventory. The 
only exception to this rule is that where current market prices 
are lower than cost, then, in order to be conservative, the market 
prices should be taken. An auditor cannot properly give an 
unqualified certificate to a balance sheet in which the inventory 
prices include a charge for interest upon capital, and bankers 
naturally object to any attempt at anticipation of profit upon 
the part of a borrower. In short, the inclusion of interest in 
an inventory valuation would, and properly enough should, tend 
to impair the credit of any concern indulging in such practice. 

From an accounting viewpoint, interest or return upon cap- 
ital invested is a part of the profit to be derived from trade. 
In its proper place it is no more to be overlooked than the cost 
of production or the selling and management expenses, but to 
merge it with cost of production or with the expense of distribu- 
tion tends only to confusion and error. Furthermore, there is a 
broad distinction between profits anticipated and profits realized, 
and to begin to take profits weeks or months before the goods 
can be offered for sale is not only unsound in accounting but 
censurable in finance. 
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Accounting Charges 
By Frep’x. Gro. Cottey, C.P.A. 


In that admirable recent addition to the literature of ac- 
countancy, Monrcomery’s Auditing, Theory and Practice, 
Chapter VI, there are several paragraphs relative to accountants’ 
fees. As a profession we deplore the accountancy-corre- 
spondence-course advertising, which tends to exaggerate the 
compensation of professional accountants. To quote from Mr. 
MontcomeEry’s book: “The implication in these advertisements 
that there is some fixed scale of fees which an accountant can 
charge is more or less correct, and it is unfortunate that such 
is the case, for it tends to place the profession on a par with 
day laborers.” 


We point to the physician and the lawyer to whose pro- 
fessional standards we aspire. While the average physician 
bases his fees on a certain minimum for residence calls or 
office calls, he nevertheless has some regard for the nature and 
circumstances of the case in rendering his bill. Also the physi- 
cian or surgeon of widely demonstrated skill and ability has in 
mind not only the nature of the services rendered but the finan- 
cial ability of the patient. He is not entirely illogical in assum- 
ing that the mending of the broken leg of the millionaire is worth 
more than the same service rendered for a hod carrier. Every- 
one has heard of cases of large fees charged by members of 
the legal profession, based not upon time consumed, but upon 
the nature and value of such services to the client. 

In the accountants’ profession it has unfortunately become 
the rather general idea that we must look for per diem rates 
from big and little, regardless of the importance of the service, 
whether it be the formal audit of a small retail store or an ex- 
amination of a group of manufacturing concerns preparatory 
to the launching of millions of dollars of securities on the mar- 
ket, involving questions requiring the exercise of the most ex- 
pert professional skill and ability with the backing of long 
experience. Mr. MonrcomeEry says, “Under present conditions 
per diem rates yield the greatest compensation.” The per diem 
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rates of the best known firms of accountants enjoying the largest 
practice are well known to be as follows: 


Per diem 


The author referred to quotes evidence given several years 
ago in an inquiry into the actual rates charged by accountants, 
which evidence does not materially conflict with the above stated 
scale of charges. It is, however, stated that “a maximum of 
$250 per day is known to have been charged for a few days’ 
service.” The writer knows of one case where a fee of $15,000 
was charged and collected by a certain firm of New York certi- 
fied public accountants for approximately two days’ work of 
one accountant, and the client who paid it was entirely willing 
to do so. 

’ Undoubtedly the tendency is contrary to uniformity in ac- 
countants’ charges, and the capable accountant of established 
reputation will in the future endeavor to avoid any fixed scale 
of charges. Nevertheless there is a large body of accountants 
to whom it is all important that, regardless of the nature of the 
work, or the importance of the client, a certain minimum scale 
shall be established, below which no reputable member of the 
profession will quote under any circumstances. All certified 
public accountants profess to refrain from bidding in competition 
with one another; in the face of which it is notorious that the 
principal of one well-known firm of accountants has openly 
stated his willingness to accept any engagement for one-half of 
any fee or rate quoted by another prominent New York firm. 
Such an attitude is beyond discussion. The maintenance of 
a reasonable minimum, consistent with the average certified pub- 
lic accountant’s professional education, skill, ability and experi- 
ence, is of vital importance, and few, either client or accountant, 
will say that the above stated scale of per diem charges is not 
a fair minimum. 


In this connection it is of importance to consider what is an 
accountant’s “day,” for which these charges are made. Some 
firms have established eight working hours, others seven, seven 
and one-half, and still others “the client’s office hours, long or 
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short.” Some accountants charge the client for all hours over 
eight per day—and pay their staff for overtime. Some do not. 
The question remains, “What is a day?” 

Furthermore, some engagements are taken on a per diem 
basis, “plus expenses.” What are “expenses”? There is a 
wide difference between the “expenses” charged by various ac- 
countants. For instance, some firms include all railroad fares, 
sleeping and chair car charges and hotel bills (and what is 
the reasonable limit of an accountant’s hotel bill?). Other ac- 
countants allow no petty or personal expenses to their staff, 
such as carfares, clothes pressing, shoe polishing, etc., nor, 
luncheon, on the ground that these are personal expenses and not. 
additional disbursements due to absence from home in the serv-- 
ice of the client. Other accountants place a per diem limit to» 
the expenses of their staff, varying according to the place where- 
the engagement is executed. . 

The purpose of this article is not to dispose of these ques- 
tions, but rather to excite discussion through the columns of 
the JouRNAL, the course and effect of which may be of general 
interest to readers: 

(a) What should constitute an accountant’s day? 

(b) Should the client be charged for overtime, and should 

an accountant’s staff be paid for it? 

(d) What “expenses” should an accountant charge to his 

client ? 
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The beginning student of accounting finds himself perhaps 
more perplexed with the theory and treatment of interest and 
discount on notes than with any other part of accountancy. 
Partly the difficulty is that the ideas involved are abstract and 
elusive. But the principal difficulty is that the facts are usually 
not clearly analyzed, separated and explained. With a few 
exceptions (perhaps two or three), the current texts on account- 
ing and double-entry bookkeeping give rules, but they do not 
develop and explain principles, nor do they set forth in a clear- 
cut way, the nature of the items that enter the Interest account. 
The majority of instructors pursue the same course. The re- 
sult is that the ordinary student eventually learns the rules and 
how to apply them; but he never really understands the funda- 
mentai facts with which he is dealing. 

Courses in accounting, especially in the universities, should 
emphasize principles above everything else. It is principles that 
make accounting a science—and it is the lack that makes the 
usual high school bookkeeping a waste of time for the student. 
Clear-cut priaciples are especially important in the part of ac- 
counting dealing with interest and discount. Even if they are 
kept clear enough otherwise, here they invariably become 
murky.* 

The avowed function of the Interest account (or Interest 
and Discount account) is to show the earnings of notes receiv- 
able and the costs of notes payable for a stated period of time— 


* The principles of accounting are almost inseparably connected with those 
of economics. n the latter, the theory of interest is one of the fundamental 
considerations in the study of value. But just how interest affects value has 
been clearly understood and presented by very few writers. The great majority 
of well-known economists are all wrong or confused on the subject. If this is 
true, it is not surprising that practically all writers on accounting are likewise 
wrong or confused—since, if ey have studied economics at all, it was under 
men who themselves did not understand the nature of interest. For a funda- 
mental discussion of this subject see F. A. Fetter, Principles of Economics, and 
I er, The Rate of Interest. 
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a week, month, or year, as the case may be. According to cur- 
rent teachings and practice, the account contains the following 
entries : 


INTEREST AND Discount 
I. At the beginning of the period 
Dr. Cr. 
1. Interest accrued on notes receiv- 1. Interest accrued on notes pay- 


able. able. 
. Discount due on notes payable. 2. Discount due on notes receivable. 


to 


II. During the period 


1. Interest payments made on notes’ 1. Interest payments on notes re- 


payable. ceivable. 

2. Discounts allowed on notes re- 2. Discounts received on notes pay- 
ceivable when prepaid. able when prepaid. 

3. (Usually neglected) Any inter- 3. (Usually neg ected) Any in- 
est accrued on new notes receiv- terest accrued on new notes pay- 
able acquired by the business. able assumed by the business. 

4. (Usually neglected) The dis- 4. (Usually neglected) The dis- 
count due on new notes payable count due on new notes receiv- 
assumed by the business. able acquired by the business. 


III. At the close of the period (in red ink) 


I. accrued on notes pay- I. accrued on notes receiv- 
2. Disseuee due on notes receivable. 2. Dissoune due on notes payable. 

The debit side is supposed to show the interest costs for a 
period and the credit side the interest earnings—a debit balance 
showing the net costs above earnings, and a credit balance the 
net earnings above costs. The account is open to serious criti- 
cism, both from a theoretical and a practical standpoint. From 
the latter, it does not furnish the manager a sufficient number of 
facts about the business, and does not present them in a suffi- 
ciently clear manner. From the theoretical standpoint, it almost 
inevitably leads to confusion as to the nature of the entries 
involved ; i. e., whether they constitute fundamental increases or 
decreases in assets, increases or decreases in liabilities, or in- 
creases or decreases in proprietorship; more specifically whether 
they really represent costs and earnings or merely changes in 
assets or liabilities. 

Let us take up the theoretical considerations first. To be 
sure, even as the account stands, every entry may be explained 
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by correct principles, but as a matter of fact, first-class account- 
ants have gone wrong in their explanations, largely because the 
construction of the account leads to a wrong suggestion. How, 
then, are the various entries to be explained? 

I. Entries at the beginning of the period. These are merely 
adjustments of notes receivable and notes payable. As a matter 
of bookkeeping convenience, the notes of others which a firm 
owns are carried in notes receivable at their face, not their real 
value. Likewise, a firm’s notes outstanding are carried in notes 
payable at their face, not their real value. In case of interest 
bearing notes, obviously at any time after a note has been issued 
and before the interest accrued has been paid, the real value is 
larger than the face. On the other hand, with non-interest 
bearing notes, at any time before maturity the real value is less 
than the face. To show real value, therefore, adjustments must 
be made through some other accounts, and the entries in the 
Interest account at the beginning of the period constitute just 
such adjustments.* 

On the debit side, interest accrued on notes receivable is 
value which fundamentally belongs to the notes, which are 
worth not only their face value, but also the interest that has 
been accrued and left unpaid up to date. The entry is there- 
fore an asset item, in nature exactly like the Notes Receivable 
debits—in fact supplementing and completing them. Likewise 
on the credit side, interest accrued on notes payable attaches 
to the notes which the firm owes, and represents, therefore, a 
liability or a negative asset, in nature just like Notes Payable 
credits. 

Turn now to the second debit at the beginning of the period, 
discount due on notes payable. This is fundamentally an offset 
against overstated values credited to Notes Payable. Remem- 
ber that for convenience notes are always carried in the notes 
accounts at their face, not their real value. Non-interest bearing 
notes which a firm owes are therefore credited to Notes Payable 
at what may be called their future, not their present or real 
value. Their present or real value is theoretically a sum which 
with interest till maturity will equal the face. Now, the differ- 


* To avoid needless repetition of the term “account” in this discussion when 
the title of an account is meant, the terms used will be especially capitalized. 
Thus, Interest, Notes Receivable, Notes Payable, Interest Accrued on Notes 
Receivable, Interest Accrued on Notes Payable, etc., each refers to an account; 
otherwise these terms will not be capitalized. 
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ence between the face and the real value is the discount due, 
the amount by which the real value is overstated in Notes Pay- 
able. Debiting this amount to the Interest account you coun- 
terbalance or offset the overstatement. Combining this debit 
with the credit of Notes Payable, you have the real or present 
value of the notes. 

This entry may be conceived as an asset, but in the sense 
of merely counterbalancing an overstated liability or negative 
asset. If Notes Payable kept track of real instead of face 
values, this entry would not appear. Let us repeat that it is 
an offset to Notes Payable, marking the difference between the 
present and the maturing or future value of the non-interest 
bearing notes owed by the business. 

Let us pass to the second credit at the beginning of the 
period, discount due on notes receivable. The explanation is 
exactly like that of the preceding paragraphs, except that we 
have to do with notes receivable instead of notes payable. Non- 
interest bearing notes owned by the business are debited to 
Notes Receivable at future value; the difference between that 
and the present is the discount due; this is credited to Interest 
and offsets the overstatement of real value. We may consider 
the item as a liability, or a negative asset in the sense of coun- 
terbalancing inflated positive assets. 

Perhaps it is worth emphasizing that the items at the be- 
ginning of the period have nothing to do with interest earnings 
or costs. They are all subsidiary to the notes accounts, represent- 
ing asset and not proprietorship values. The principles involved 
are simple enough and are usually clearly enough explained. 
It is with entries during and at the close of the period that 
explanations usually go wrong and students are left in confusion. 
As a matter of fact, not one of the regular entries in the Interest 
account represents costs or gains; all have to do merely with 
changing note values. All are fundamentally asset and not 
proprietorship entries. This proposition will be made clear in 
the following paragraphs: 

II. Entries during the period. Interest payments made on 
notes which the firm owes are debited to Interest and credited 
to Cash, while payments received are credited to Interest and 
debited to Cash. Why the cash debits and credits is obvious, 
and we are not concerned with them. But why the interest 
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debits and credits is by no means clear, and deserves very 
careful consideration. 


The usual explanation is that interest payment made on notes 
which a firm owes is a cost and is therefore a debit, 1. ¢., it is 
viewed as a decrease in proprietorship. And interest payment 
received on notes owned is viewed as gain or earnings and 
therefore a credit, i.e., an increase in proprietorship. As sug- 
gested above, this view is fundamentally wrong: the debit is 
not an interest cost, nor the credit an interest gain; they are 
asset and not proprietorship items. The debit is a decrease in 
the interest accrued on notes payable, i. e., a decrease in a lia- 
bility or negative asset of the business. Likewise, the credit 
is a decrease in interest accrued on notes receivable, i.¢., a 
decrease in an asset value. In other words, the debit is a de- 
crease in the value of notes owed, and the credit a decrease in 
value of the notes owned by the business. 

Suppose that during the period (say, January 12) you pay 
$50 interest due on a note payable. Interest is debited with 
$50 and Cash is credited with the same amount. Why the 
interest debit? The proposition is that the $50 is not a cost of 
the period. On the first of the month the Interest account con- 
tained a credit balance of (say) $48 interest accrued up to 
that time on the note in question—then the total amount owed 
is (say) $1,000 on the face of the note, plus the interest accrued, 
$48. When the payment took place on the 12th, the interest 
accrued amounted to $50—an increase of $2. 


Now this $2 increase had not been recorded, but it would 
have been in a system of complete accounting, so that the in- 
terest accrued on the note would have appeared at $50 as a 
liability of the business. But, whether recorded or not (this 
depends upon accounting convenience), the increase has never- 
a taken place and the liability is $50, and is a credit on the 
edger. 


When, therefore, the $50 interest on the note is paid, in 
reality a debt of that amount is expunged. With complete 
accounting, just before the payment the books would have shown 
this liability; immediately after the payment the books would 
have shown the liability to be zero. The $50 liability was a 
credit; the cancelling item must be a debit. Thus it appears 
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that the debit to interest is fundamentally a decrease in liability 
and not a cost or decrease in proprietorship. 

Now, take the other way around. Suppose on January 12 
$50 interest is received. Cash is debited and Interest credited. 
Why the credit? Again, the usual explanation makes it a gain, 
viewing it as an increase in proprietorship. But, in line with 
the explanations of the preceding paragraphs, the $50 just before 
payment was a debt due, an asset of the business, and, with 
complete accounting, would have appeared as a debit. The 
moment after payment the debt due had disappeared, and there 
was in its place cash $50. The interest credit, therefore, is 
fundamentally a decrease in assets, just as the cash debit is 
an increase in assets. Obviously, there is no gain involved in 
the transaction. This has to do with asset and not proprietorship 
items. 

Turn to the second class of entries during the period, i. e., 
discounts allowed or received on the prepayment of non-interest 
bearing notes. You hold Henry Jones’ note, face value $1,000, 
with 30 days till maturity. He pays $995 cash now, and cancels 
his indebtedness. Notes Receivable is credited $1,000, Cash is 
debited $995, and Interest debited $5. Why the interest debit? 
We are told that it is an interest cost; that you held a note of 
$1,000 and it was cancelled for $995, sacrificing $5; this sacrifice 
is a cost, a premium paid for getting cash now instead of wait- 
ing till the note is due. 

This reasoning is wrong. If it costs $5 to transform one 
form of asset into another, why transform it? If $5 is lost 
in selling a note (or any other form of goods), why sell? If 
the note is worth $1,000, why give it up for $995? If such 
an exchange is made, the $5 should be charged to charity or 
folly, not to interest. As a matter of fact, Jones’ note is not 
worth $1,000; that is its future, not its present value. The 
present value is $995; and that is what is received in cash for it. 
If you wait 30 days you will get $1,000; but, taking payment now, 
you get only the present equivalent of the $1,000, 4. e., you forego 
$5 interest earnings for the next 30 days, but you do not 
lose $5 as for the present month. You get simply what is due 
now, so there can be no loss. 

The $5 interest debit, therefore, cannot be regarded as a 
cost. What, then, is it? When Jones’ note was first acquired 
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it was debited at face value ($1,000) to Notes Receivable. But 
is was not worth $1,000; consequently a credit offset should 
have been provided, equal to the amount of the overstatement. 
This sum is the discount due on the note and was credited to 
Interest. Now, as time went on, the value of the note became 
larger and larger, and the discount due correspondingly smaller 
and smaller. Thus, with complete accounting, just before pay- 
ment, Notes Receivable contained a $1,000 debit and Interest 
a $5 credit, so that the combination of the two should give the 
real value of the note. Just after payment, all the values in 
reference to the note disappear off the books, including both 
the $1,000 notes receivable debit and the $5 offsetting interest 
credit. 

There is at the moment a $5 decrease in the discount due on 
notes receivable. The discount was in the form of a liability or 
negative asset and was a credit; the decrease, therefore, is a 
debit. This is not a loss, but merely a change in asset values. 
So far as the ledger is concerned this is what happened: a 
$1,000 positive asset value (the face of the note) linked with a 
$5 negative asset (the offsetting discount) value, was replaced 
by $995 direct cash value. Then, where is there any loss in 
the transaction ? 

Suppose a case the other way about. You have given a non- 
interest bearing note, face value $1,000, with 30 days to maturity. 
If the note is paid now, Notes Payable is debited $1,000, Cash 
is credited $995, and Interest credited $5. Why the interest 
credit? Is it a gain that is made by prepaying the note? Again, 
the $1,000 is future value and the present indebtedness on the 
note is only $995. Just before payment, with complete account- 
ing in reference to the note, the ledger would have shown 
Notes Payable credited $1,000 and Interest debited $5—the two 
linked together giving the real value of the liability. Just after 
payment, the above debit and credit disappear and are replaced 
by a $995 cash debit. Where is there a gain? The $5 interest 
credit records a decrease in discount on notes payable. Before 
payment there was a $5 discount due; after payment this had 
disappeared, i. e., a $5 debit was cancelled by a $5 credit. This 
has to do with asset, not proprietorship values. 

Take next the third class of entries during the period, i. e., 
any interest accrued on new notes receivable acquired or new 
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notes payable assumed by the business. Suppose F. Noyes 
endorses to you on account E. Robertson’s note for $1,000, with 
interest accrued, $10; you credit Noyes with $1,010, debit Notes 
Receivable $1,000, and debit Interest $10. Now, suppose you 
assume W. Brook’s note in favor of G. Canfield, the face value 
of the note, $500, with interest accrued, $5; debit Brooks $505, 
credit Notes Payable $500, and credit Interest $5. Why the 
interest debit and the interest credit? The debit is an increase 
in interest accrued on notes receivable and the credit an in- 
crease in interest accrued on notes payable. The one is an 
increase in positive assets, the other an increase in liability or 
negative assets.* 

Then consider the fourth class of entries during the period, 
i.e., discount due on new notes payable assumed or new notes 
receivable acquired by the business. Suppose a firm gives to 
T. Barnes its note on account for $1,000 at 60 days, without 
interest; Notes Payable is credited 1,000, T. Barnes debited 
$990, and Interest debited $10. The other way about: suppose 
W. Todd gives his note on account for $1,000, at 60 days, 
without interest; Notes Receivable is debited $1,000, W. Todd 
credited $990, and Interest credited $10. The interest debit 
serves to offset an overstated notes payable credit, the real value 
of the note owed is only $990, not $1,000. Likewise, the interest 
credit is an offset to an excessive notes receivable debit. They 
are subsidiary note entries, having nothing to do with interest 
costs or earnings. 

The third and fourth groups of entries just discussed are 
usually neglected by text-book writers and in practice. If, how- 
ever, the accounts are to record business facts as they are, these 
entries should appear as indicated. If they are neglected, the 
final results of the Interest account is vitiated. The balance, 
supposedly showing net costs or gains for the period will be 
unduly inflated or diminished. How and why this vitiation 
takes place will appear in subsequent paragraphs. 

III. We now come to the adjustment entries at the close of 
the period. They should appear in red ink, since they serve 
merely for the calculation of the results of the period and do not 
represent current transactions or events. Fundamentally, as 

* Remember that interest accrued is a value that belongs ge oy 


the notes; it is a mere bookkeeping convenience to record at face rather 
real value. 
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will appear, they are items which in nature belong each on the 
opposite side of where they now stand. And at the beginning 
of the following period they are transposed where they naturally 
belong, and then appear in regular black ink. 

Take the first debit, all interest accrued on notes payable at 
the close of the period. Observe the interest accrued at the 
beginning of the period had been credited, also any that had 
accrued on new notes payable assumed during the period; and 
all interest payments made during the period had been debited. 
The credits were (1) liability at the beginning of the period, 
and (2) increase in liability due to new notes assumed; the 
debits were (1) decreases in liability due to payment, and (2) 
the liability at the close of the period. There ought to be a third 
credit, an increase in liability resulting from the interest accrued 
from day to day while the notes were in possession; then the 
debit and credit items would balance. The amount of the third 
credit must therefore be the difference between the two credits 
and the two debits.* 

Now, if this amount were inserted as a credit, it would meas- 
ure the increase of liability during the period due to the passage 
of time while the notes were in possession. The corresponding 
debit would be a decrease in proprietorship, measuring the real 
interest cost of the notes held during the period, and it might 
be charged directly to Loss and Gain. 

Turn now to the first credit at the close of the period, all 
interest accrued at that time on notes receivable. The reasoning 
is just the same 2s that in the previous paragraph, except that 
the items appear reversed, debits where before we had credits, 
and vice versa. Now, the interest accrued from day to day 
due to the passage of time should appear as a debit, being an 
increase in note values or assets owned. The corresponding 
credit would measure the real interest earnings of the notes 
held during the period, and again, it might be recorded directly 
in Loss and Gain. 


* The calculation amounts to this, obviously: (1) The balance interest 
accrued at the amo of the period + (2) increases due to new notes as- 
sumed during the peri + (3) increases due to the passage of time (accrued 
from day to day) + (4) decreases due to interest payments — (5) the balance 
interest accrued at the close of the riod (which is found from the note 
records). All the values in this uation are known except (3), which, then, 
may be derived. We may restate e equation thus: (1) the balance interest 
accrued at the beginning of the period + (2) increases due to new notes assumed 


during the period + increases due to passage of time — (4) decrease due 


(3) 
to interest payments + (5) balance interest accrued at the close of the period. 
If this grouping is reversed, we have the items exactly as they appear, or should 
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The second debit at the close of the period is discount due 
at that time on notes receivable. Observe: (1) The discount 
due at the beginning of the period was credited (as an offset 
to overstated note values) ; and (2) the increase in discount due 
on new notes acquired during the period was credited; (3) the 
discount due on notes prepaid during the period was debited; 
and, finally, (4) the discount due at the close of the period 
(which may be calculated from your note records) was debited. 
There should be a third debit, decrease in discount due to the 
passage of time as the notes approach their face value. This 
may be derived and inserted.* 

Obviously, this decrease in discount is in reality an increase 
in note value, so that fundamentally this debit represents an 
increase in assets. The corresponding entry would be an in- 
crease in proprietorship, showing the earnings of the non- 
interest bearing notes held during the period, and might be 
recorded directly in Loss and Gain. 

Finally, consider the second credit at the close of the period, 
discount due at the time on notes payable. Again, the reasoning 
is the same as in the previous paragraph, but the items are 
reversed. The decrease in discount due to the passage of time 
should appear as a credit, being fundamentally an increase in 
liability, i. ¢., in the note value owed. The corresponding debit 
would record the interest cost of the non-interest bearing notes 
held during the period, and might appear directly in Loss and 
Gain. 

The individual calculations made in the last four paragraphs 
are in fact omitted in practice: indeed they could not well be 
made individually through the Interest account as it has been 
presented. However, all the facts that have entered into the 
calculations appear in the account, so that by properly separating 
the items the results could be obtained as indicated. What in 
reality is done, after all the entries have been made as indicated 
on page 249 is this: the sum of the debits is taken likewise of the 
credits, and the difference between the two is inserted on the 
smaller side; then, the corresponding debit or credit is placed 
in Loss and Gain or some other proprietorship account. 


* The calculation is similar to that presented in the previous footnote. 

+ Contrary to the views at least tacitly assumed by most writers, all notes 
receivable earn interest whether on the face they appear as interest or non- 
interest bearing. Likewise, of course. all notes payable cost interest whether 
they are on the face interest bearing or not. 
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In this procedure we essentially balance the items that de- 
termine increased assets values due to the passage of time 
against the items that indicate increased liabilities due to the 
passage of time, and we record only the difference in the ac- 
count. The corresponding entry in Loss and Gain then indicates 
the net interest earnings above costs, or the net costs above 
earnings.* 

The Interest account has now been completely balanced and 
closed up for the period, and the red ink balances entered at the 
close of the period become the opening items at the beginning 
of the succeeding period, each being transferred in black opposite 
where it has just appeared in red. The procedure then continues 
as explained for the preceding period. 


* Thus, if the increased asset values due to the passage of time are greater 
than the increased liability values, the difference is debited to Interest (a net 
increase in assets), and is credited to Loss and Gain (a net gain above costs). If 
the other way around, the difference is credited to Interest (a net increase in 
lability), and is debited to Loss and Gain (a net cost above earnings). 
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EDITORIAL 
The Recognition of the Efficient 


One of the most remarkable changes which is taking place 
in this era of great changes is the tendency everywhere apparent 
to call upon the efficient and the expert to do those things which 
in the recent past have been considered in the province of the 
inefficient solely. It is one of the hopeful signs of the times 
that together with the fundamental transformations of economic 
and industrial conditions there comes an irresistible demand 
by the people—that great bulk of public opinion so frequently 
and so erroneously described as the unreasoning masses—that 
in the doing of public or corporate work the agents employed 
shall be qualified by ability and not by personal favor merely. 

As recently as the close of the last century this movement 
toward efficiency was at its beginning. Today it is only a very 
new and hesitating development ; for there are hosts of obstacles 
in the way of progress, and the evolution will of necessity be 
slow. But it will be none the less sure. The time is certainly 
passing when the people will tolerate the utilization of the un- 
qualified for purposes of the common benefit. 
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Many and outstanding are the instances of the tendency 
toward intrusting public matters to expert agency. The various 
state commissions charged with the task of reconstructing and 
adjusting systems and methods of control of state affairs are 
part of the general trend, and as a whole their efforts, although 
often hampered by mistaken excesses and unnecessary radical- 
ism, are for the ultimate welfare of the nation. In countless 
cities wherein until lately the rule of the “boss” has been absolute 
we now find the people gradually asserting their rights and 
demanding with insistent voice that there shall be a change. 

In federal affairs the new idea is most apparent. The recom- 
mendations of the President’s Efficiency and Economy Commis- 
sion, based upon amazing discoveries of inefficiency and waste 
in nearly every department of the Governmental service, may 
not be well received by the old-school politicians who still con- 
stitute a large and influential part of the membership of Con- 
gress; but it is not to be doubted that the time is drawing 
near when we as a nation shall take our place beside the other 
civilized nations of the world and conduct our fiscal affairs on 
business-like principles and with the aid of a budget. At the 
time of writing these notes it is not known what effect the recent 
change of administration will have upon the personnel or title 
of the economy commission; but we have no doubt that the 
general principle involved will continue to find favor. It would 
be incredible to predict otherwise. In the things which make for 
public betterment it would be folly to foretell retrogression of 
serious character. 

A further and vastly significant development in the increas- 
ing employment of the efficient is to be found in the attitude 
which Congress itself now takes in its relations with experts 
in all departments of work. There was a time, not so far in 
the past that most of us cannot remember it, when many of the 
national legislators went their several and devious ways re- 
joicing, caring nothing whatever whether the laws by them 
enacted were based upon sound or unsound foundations. But 
today all that is changed and the advice of the recognized expert 
is sought. 

As a concrete and gratifying instance of this we may refer 
to the fact that public accountants have been called upon to 
give advice in regard to some of the most important measures 
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now under consideration by the committees intrusted with their 
preparation. It will be remembered how absurd was the atti- 
tude of the powers that were at Washington when the Payne- 
Aldrich tariff act was rushed through the houses of Congress 
and how the solemn warning of those who knew was ignored 
by those who thought they knew but did not. Today the warn- 
ings have been heeded in some vital particulars and it has been 
recognized that advice disinterestedly given by men most quali- 
fied to know their subject should be received and weighed—not, 
as was the old way, laughed out of court. 

And the consequence of all these changes will soon be felt 
in every part of the country. Already the benefits are seen by 
those whose perceptions are not blunted wilfully by disuse. Great 
betterment of national, civic and personal conditions is coming. 
It may be that much of the good advice will be disregarded 
when the time to “play politics” comes to pass—we have not 
reached the political millenium. Nevertheless the benefits sug- 
gested will accrue sooner or later and it is an immense triumph 
to have converted some of the powers in high places of the 
nation, the state and the municipality to a belief in the value of 
the man who knows. 


Jack Horner, C. P. A. 


A careful consideration of the personal history of the “Im- 
mortal Horner,” as Dickens calls him, leads to the belief that 
he may have been an accountant, of a kind which fortunately is 
not abundant but may be found in various parts of the country. 
We have it on unimpeachable authority that: 


Little Jack Horner sat in a corner 
Eating a Christmas pie. 

He put in his thumb and pulled out a plum 
And said: “What a great boy am I!” 


We have taken the liberty of italicizing some of the words in 
the familiar biography, because they so aptly apply to the class 
of men to whom reference is made. These are the men who sit 
in a corner of the accounting profession and if they can pull out 
an occasional plum—or even a currant or two—are satisfied and 
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care not for the important part of the banquet. They are the 
men who belong to the accounting trade and have no part in 
the profession of accountancy. 

Unfortunately the number of them is such that they are able 
to work a considerable injury. They act as a brake upon the 
wheels of progress and they seriously affect the professional 
standard. Yet these very men would repudiate the idea of be- 
longing to any such category. They do not see that by their 
selfish failure to take an interest in their work, aside from the 
temporary and pecuniary aspect of it, they are staying the ad- 
vance of the profession. It is a remarkable thing, but a true one, 
that a considerable number of the public accountants of the 
country are so deeply imbued with the commercialism of the 
work that they cannot discern the nobler and more lasting part 
of it. 

If only it were possible to impress upon every accountant 
the truly great responsibility which rests upon him and the enor- 
mous task which confronts the profession as a whole, it would 
be the sure means of enlisting the active professional interest 
of all. The trouble seems to be that there is no willingness to 
look beyond one’s own office windows. We have spoken in 
other places of the lack of esprit de corps; but that is all part 
of the same general narrowness of view—part of the trade, as 
distinguished from the profession. 

In time to come, no doubt, the professional pride and enthu- 
siasm will be wider spread, but for the time being the regrettable 
truth is that an index of accountants would reveal far too much 
of Jack Horner, C.P.A., masquerading under other names. 


A Gratifying Recognition 


A new charter is being prepared for the city of Cleveland, 
Ohio, under the supervision of a committe on charter revision. 
Nine gentlemen representing various interests and activities of 
the city were appointed by the mayor as a committee to nominate 
fifteen members who should constitute the committee on charter 
revision. It will afford much satisfaction to accountants gen- 
erally to know that in making up the committee of fifteen to 
undertake the important and noteworthy duty of revising the 
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city charter, the profession of accountancy was recognized by 
the selection of Carl H. Nau, C.P.A., of Cleveland, as one of 
the number. 

This honor is not only a fitting recognition of Mr. Nau’s 
ability and high standing, but is also a recognition of the fact 
that the services of a trained accountant are needed when broad 
questions of this character are to be considered. Further, it 
evidences a growing public appreciation of the possibilities and 
the importance of accountancy, which is most gratifying. 
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Department of Practical Accounting 
ConpucTED By JoHN R. Witpman, M.C.S., C.P.A. 
ProsiEM No. 16 (DEMONSTRATION ) 


The Investment Securities Company began business on Janu- 
ary I, 1912, with a paid-in capital of $2,000,000, for which stock 
was issued. 

During the year the following transactions took place: Janu- 
ary I, 1912, purchased 200 shares of American Shoe Company 
stock at 102% and %; 50M American Motor 4’s (interest pay- 
able semi-annually on January 1 and July 1—bond to run 6 
years) at 102% and %; January 17, purchased at private sale 
2,000 shares (entire capital stock) Sunshine Varnish Com- 
pany at 103; July 1, purchased 50M Wheeling and Lake 
Erie 4’s (to yield 4.7%, interest January 1 and July 1—18 
years to run) for $45,780.25 and brokerage %; 5,000 shares 
(entire capital stock) of the New York City Properties Com- 
pany at an average price of 110 and %; 500 shares (entire cap- 
ital stock) of the Spot-Light Lamp Company at an average 
price of 7534 and %. The sales were: March 31, 10M American 
Motor 4’s at 105% less % and accrued interest $100; September 
30, 20M Wheeling & Lake Erie 4’s at 98 less 4% and accrued 
interest $200. 

American Shoe paid a stock dividend of 4% on August Ist; 
Sunshine Varnish a cash dividend of 4% on September 15th. 
The New York City Properties stock was deposited with a 
trustee on October I, 1912, as security for an issue of $300,000 
collateral trust 5% gold bonds, due October 1, 1922, interest 
April 1st and October 1st, which were sold at par. The New 
York City Properties stock paid a 10% dividend on November 
15, 1912. The yield on American Motor 4’s, based on a cost 
of $51,342.44, is 3%%. The surplus on the Sunshine Var- 
nish Company’s balance sheet at December 31, 1912, was $45,750; 
that on the New York City Properties, $125,000. There was a 
deficit of $10,000 on the balance sheet of the Spot-Light Lamp 
Company at December 31, 1912. 


264 


Department of Practical Accounting 


Provide for amortization or accumulation in the case of 
bonds; revalue stocks in accordance with the respective balance 
sheets ; and prepare: 

(a) General balance sheet, December 31, 1912. 

(b) Statement of income and profit and loss for the year. | 


SoLUTION To ProsLeM No. 16 


JOURNAL ENTRIES 


1912 


To adjust cost of 50M Am. Motor 4’s pur- 
chased, so as to place them on an exact 
3%% basis. 


Mar.31t Sales—American Motor 4’s .............. 10,268.49 
To American Motor 4's ............ 10,268.49 


To transfer cost of 10M Am. Motor 4’s, 
representing 1/5 of 50M at $51,342.44, to 
sales of same. 


To sales—American Motor 48. 10.15 


For amortization of premium on 10M Am. 
Motor 4’s sold, being the difference be- 
tween $100, the accrued interest at time of 
sale and %4 of 3%% on $10,268.49. 


June 30 Accrued interest on American Motor 4’s.. 800.00 
To interest on bonds ............... 718.79 
American Motor 4’s ............ 81.21 


To accrue interest on 40M Am. Motor 4’s 
for the six months ended June 30, 1912, 
and apportion same to interest on bonds 
and amortization of premium as follows: 


% of 4% ) on .00.. . .$800.00 
% % of on 073.95... . 718.79 


Accrued interest on W. & L. E. 4’s........ 1,000.00 
Wheeling & L. E. 4's 75.83 
To interest on bonds ..............+. 1,075.83 


| 
| 
q 
q 
‘a 
| 
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To accrue interest on 50M W. & L. E. 
4s for the six months ended June 30, 
1912, and apportion same to accrued in- 
ss and accumulation of discount as fol- 
ows: 


age (% of 4.7%) on $45,780.25. .$1,075.83 
2 (% of 4% ) on $50,000.00.. 1,000.00 


American Shoe stock 
To profit and loss surplus .......... 


For 4% stock dividend. 


To transfer cost of 20M W. & L. E. 4’s, 
representing 2/5 of 50M at $45,780.25 plus 
$75.83, to sales of same. 


For accumulation of discount on 20M W. 

L. E. 4's sold, being the difference be- 
tween $200, the accrued interest at time 
of sale and % of 4.7% on $18,342.43. 


Sunshine Varnish stock ................. 
Spotlight Lamp stock 
To reserve for revaluations of securi- 


For revaluations of above securities in 
accordance with the values indicated by 
their respective balance sheets. 


Accrued interest on Am. Motor 4’s ....... 
To interest on bonds ............... 


To accrue interest on 40M Am. Motor 4’s 
for the six months ended December 31, 
1912, and apportion same to interest on 
a and amortization of premium as fol- 
ows: 


2% (% of 4% _ ) on $40,000.00. . .$800.00 
1%4% (% of on $40,902.74... 717.37 


Accrued interest on W. & L. E. 4’s....... 


To interest on bonds ............... 


800.00 


18,342.43 


15.52 


39,750.00 
74,375.00 
2,062.50 


800.00 


600.00 
46.57 


800.00 


18,342.43 


15.52 


116,187.50 


646.57 


Aug. I 
Sit 
717.37 
American Motor 4’s ............ 82.63 
Re 
Acc 
ig 
= 
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To accrue interest on 30M W. & L. E. 4's 
for the six months ended June 30, 1912, 
and apportion same to accrued interest and 
accumulation of discount as follows: 


(% of 4.7%) on -$646.57 


(% of 4% ) on $30,000.00... 600.00 


Accumulation $ 46.57 


Interest on bonds payable ..............-. 4,500.00 
To interest accrued on Coll. Trust 6’s 4,500.00 


Interest on $300,000 from Oct. 1 to Dec. 31, 
1912, at 6%. 
Sales—American Motor 4's ........-....- 279.16 
Sales—Wheeling & L. E. 4's 1,217.05 

To profit and loss ......... 1,496.21 


To close out sales accounts and show 
profits on respective sales as indicated. 


SKELETON LEDGER ACCOUNTS 


Cash Capital Stock 
$2,390,212. so| $012,242.75 | $200,000.00 
Amevicen Shoe Stock Sales—Am. Motor 4's 
$20, | .......-- $10,537-50 
American Motor 4's Sales—Wheeling & L. E. 4's 
$51,312. s0| 10N said $10,268.49 20M ......... $18,342.43} 20M .....-... $19,575.00 
2904) 81.21 Accum. ..... 15-52 | 
82.63 P. & L. ...... 1,217.05 
Sunshine Varnish Stock Collateral Trust 6's 
$206,000.00 | 300,000.00 
Revaluation... 39,750.00 
Wheeling & Lake Erie 4's Reserve for Revaluation of Securities 
$45,780. 18, 42.4 116,187. 
75.83 
40.57 
New York City Properties Stock Interest on Bonds Receivable 
$550,625.00 Am. Mo. 4's... 10.15| 10M Am. Mo. 4’s 
Revaluation... 74,375.00 . Am. Mo. 4’s.. 
‘ W. & L. E. 43. 1075 
Spot-Light Lamp Stock 20M W.&L,.E.4’s 
43s.. 
Revaluation... 2,062.50 67 646.57 


| 
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SKELETON LEDGER ACCOUNTS (Continued) 
Accrued Interest on Bonds Dividends on Stocks Owned 
Am. Mo. 4's ..$ 800.00 | nN ssseheent $ 800.00 Sunshine ..... $ 8,000.00 
W. & L. E. 4's. 1,000.00 Cash ..... «+++ 1,000.00 50,000.00 
Am. Mo. 800.00 
W.&L. E. 4 690.00 Interest on Bonds Payable 
$ 4,500.00 | 
Interest Accrued on Coll. Trust 6's 
| $4,500.00 
Profit and Loss 
Brokerage ..... 62. Pr Mo. 4’s...$ 20.04 
$ Am. Mo. 
| 279.16 
Profit Ww. & L. 
| 1,217.05 
Profit and Loss Surplus 
| Am. Shoe ..... $ 800.0 
THE INVESTMENT SECURITIES COMPANY 
CasH Boox 
Date Receipts Amount 
1912 
Mar. 31 10M Am. Motor 4’s at 105% less %..... 10,537.50 
Accrued interest on above.............. 100.00 
July 1 Interest on 40M Am. Motor 4's 800.00 
Interest on 50M W. & L. E. 4’s......... 1,000.00 
Sept. 15 a, dividend, 4% on $200,000..... 8,000.00 
Sept.30 20M W. & L. E. 4’s at 08 less %........ 19,575.00 
Accrued interest on a 200.00 
Oct. 1 Collateral Trust 5’s sold at par......... 300,000.00 
Nov.15 N. Y. C. Prop. dividend, 10% on 
$2,390,212.50 
Date Disbursements Amount 
1912 
Jan. 1 200 Am. Shoe at 102% GS: $ 20,525.00 
50M Am. Motor 4’s, 102% and \%....... 51,312.50 
an. 17 2,000 Sunshine 206,000.00 
uly 1 50M W. & L. E. 4's ($45,780.25 and 
sa00 N.Y 4 and %... 550,625.00 
pot-light at 7534 and % .......... 37,937.50 
$2,390,212.50 
268 
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Tria BALANCE—DECEMBER 31, 1912 (before closing) 


Debits 
Am. Shoe stock ...... 21,325.00 
Am. Motor 4's ....... 40,910.11 


Sunshine Co.. 245,750.00 


L. E. 4’s. 27,500.22 
ity 


625,000.00 
Spot light Lamp stock. 40,000.00 
Accrued int. on bonds. 1,400.00 
Int. on bonds payable. . 4,500.00 


$2,484,415.08 


Credits 


Capital stock . . -$2,000,000.09 
Collateral Trust 6's .. 300,000.00 
Reserve for revalua- 

tions of securities... 116,187.50 
Int. accrued on Coll. 

4,500.00 
Int. on bonds receivable 3,403.93 
Dividends on_ stocks 


58,000.00 
Profit and loss ........ 1,463.05 
Profit and loss surplus .00 


$2,484,415.08 


THE INVESTMENT SECURITIES COMPANY 
GENERAL BALANCE SHEET—DECEMBER 31, I9I2 


Assets Liabilities and Capital 
Securities owned *..... $1,000,545.33 | Capital stock ......... $2,000,000.00 
1,477,909.75 | Coll. Trust 6% bonds.. 300,000.00 
Accrued interest on Int. accrued on Coll. 
Reserve for revalua- 
tions of securities .. 116,187.50 
50,227.58 
Total assets ........ $2,479,915.08 Total liabilities and 


- $2,479,901 5.08 


THE INVESTMENT SECURITIES COMPANY 


STATEMENT OF INCOME AND Prorit AND Loss FoR THE YEAR ENDED 
DECEMBER 31, IQI2 


Gross income from investments: 


Dividends on stocks ........ $58,000.00 
Interest on bonds receivable ...............scccceccccccceces 3,463.93 
Net income from investments $56,063.93 
Profit and loss credits: 
Adjustment of cost—Am. Motor 4's 20.04 
Profits on sales of securities ................ ecvuneceuseeuee 1,496.21 


*N. Y. City Properties stock ot tper value $500,000, book value $625,000) de- 
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Profit and loss charge—brokerage ............-2seseeeecereeees 62.50 
$58,427.58 
Add—stock dividend—Am. Shoe stock ...........20+eeeeeeeeeee 800.00 
Profit and loss surplus—Dec. 31, 1912 ........-eeeeeeeeceeeces $50,227.58 


Few comments are necessary on this problem since most of 
the entries are self-explanatory. It would perhaps make the 
demonstration clearer if all transactions, cash as well as others, 
were expressed in journal entry form chronologically. This, 
however, would either cause a duplication, if the cash book were 
also shown, or deprive the solution of a very important part of 
its content. The entries in the cash book are given as they 
would appear in practice, and the items, as there, give only a 
hint as to supplementary adjustments which must be made 
through the medium of the journal. Examples of this are the 
amortization of premium and accumulation of discount and 
transferring the cost of sales to the sales account when sales 
of securities take place. The latter practice is consistent and 
clear, but I believe will be the exception rather than the rule. 
Too often will the sale be simply credited to the stock account. 
The result is a mixed account which must be analyzed at closing 
time since the stock remaining in the account will have been 
affected by the profit or loss on the transaction. 

In the matter of amortization and accumulation a word or 
two may be said. Amortization is the term used to express the 
gradual reduction, through the application of a part of the in- 
terest earned, of premium on bonds. Accumulation is the term 
used to express the gradual increase, through the application of 
a part of the interest earned, of a bond purchased below par. 
In either case the object is to bring the bond to par at maturity. 
Amortization is sometimes applied to discount as well as pre- 
mium but erroneously so. Such use of the term probably fol- 
lows the thought that it is the discount which is being reduced. 
While this is of course true, consistency requires that the bond 
be looked upon as increasing in amount as time passes until at 
maturity it reaches par. The best illustration of the necessity 
for care in the matter of amortization and accumulation is the 
so-called life-tenant and remainderman case. If an estate is 
left so that one person is to receive the income during life and 
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a second the principal upon the death of the first person, then 
the interest must be carefully apportioned. A bond purchased 
at 112 will cost $1,120. At maturity it will be redeemed at 
$1,000. If the interest in full shall kave been paid to the life- 
tenant, the estate will at time of maturity of the bond have been 
depleted to the extent of $120. As a matter of justice and 
equity, part of the interest must be applied to the reduction of 
the premium while the balance may be paid to the life-tenant. 
The interest received is called the nominal. The interest paid 
to the life-tenant the effective. 


No 16-a 


The Wall Street Securities Company began business on Janu- 
ary I, 1912, with a paid-in capital of $1,000,000 for which stock 
was issued. 

The transactions during the ensuing six months were as fol- 
lows: January 1, purchased 200 shares American Iron Company 
stock at 10334 and %; 50M C. M. & St. P. 6’s (interest payable 
semi-annually on January 1 and July 1—bond to run 17% 
years) at 112 and %; January 23, purchased at private sale 
2,000 shares (entire capital stock) of the Hudson Brick Com- 
pany at 105; July 1, purchased 50M Naugatuck Valley 4’s (to 
yield 4.85%, interest January 1 and July 1—6 months to run) 
for $49,792.53 and brokerage %; entire capital stock (5,000 
shares) Philadelphia Realties Company at an average price of 
112 and \%; entire capital stock (500 shares) Yonkers Wall 
Paper Company at an average price of 78% and %. The sales 
were: April 30, 10M C. M. & St. P. 6’s at 114 less % and 
accrued interest $200; August 31, 10M Naugatuck Valley 4’s 
at 98 less % and accrued interest $66.67. 

The American Iron Company paid a stock dividend of 5% 
on August 15th. Hudson Brick Company a cash dividend of 
5% on September 15th. The Philadelphia Realties Company 
stock was deposited with a trustee on October 1, 1912, as security 
for an issue of 4,000 collateral trust 444% gold bonds, due 
October 1, 1922, interest April 1st and October 1st, which were 
sold at par. The Philadelphia Realties Company paid a dividend 
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of 9% on November 15, 1912. The yield on C. M. and St. P. 6’s, 
based on a cost of $56,098.65, is 4.95%. The surplus on 
the balance sheet of the Hudson Brick Company at December 
31, 1912, was $50,000; that on the Philadelphia Realties Com- 
pany, $135,257.42. There was a deficit of $12,538.26 on the 
balance sheet of The Yonkers Wall Paper Company at Decem- 
ber 31, 1912. 

Provide for amortization or accumulation in the case of 
bonds ; revalue stocks in accordance with the respective balance 
sheets ; and prepare: 

(a) General balance sheet, December 31, 1912. 

(b) Statement of income and profit and loss for the six 

months ended December 31, 1912. 
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Pennsylvania C. P. A. Examinations of 

November, 1912 | | 

Answers By R. J. Bennett, C.A., C.P.A. | 

GENERAL ACCOUNTING (Continued) 

ANSWER To QuEsTION 10 (Concluded)* 4 

EXHIBIT D 
ConDENSED BALANCE SHEET 


City of Delaware, Pennsylvania, Jan. 1, 1912 | 


Assets Liabilities 
Capital Assets a Liabilities and 
ixed properties : 
Remunerative and Bonded indebted- 
realizable : $1,400,000.00 
Public market .. $ 51,854.00 Unvouchered in- 
Unremunerative but 16,000.00 
realizable : Audited vouchers . 5,401.80 
City . $296,214.04 Warrants payable .. _ 441,401.80 
School bldgs. ... 345,943.25 642,157.29 
—— Capital surplus ...... 721,000.00 
Unremunerative and 
unrealizable: .. Current Liabilities and 
Bridges and via- Surplus 
a $ 57,867.19 Unvouchered invoices $12,103.40 
Paved 371,931 .20 Audited invoices ..... 12,624.58 
Paved sidewalks. 97,741.82 Warrants payable .... 11,900.00 36,627.98 
Sewerage system 231 _ ~ Revenue surplus .... 315,164.00 
Drainage system. 
Official map ... 1,058,780.31 
Personal Propert 
Assets for Capital 
Outlay 
Tools : and equipment.$ 10,008.80 
Fire department .... 49,045.38 
Live stock .......... 8,025.00 
Office furniture and 
fixtures ...... +++. 4,568.05 
Almshouse .......... 1,532.00 
Material on hand ... _1,979.00 
Sidewalk and sewer 
assessments uncol- 
26,606.40 
Sewer tax uncollected 637.11 
Cash on hand ....... 191,806.18 204,207.92 
* The first part of the answer to Question 10 appears in the March number 
of THE JOURNAL. 
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Sinking Fund Assets 
Investment by sinking 
fund commissioners $11 04 
Sinking fund, cash... 5.34 115,312.28 


Current Assets 
Taxes uncollectible.. 80,197.18 
Delinquent taxes un- 


collected ........ - 26,720.92 
Cash on hand for cur- 
rent expenses ..... 244,873.08 351,791.98 $2,514,193.78 
$2,514,193.78 


QUESTION II 


A manufacturing company, owning many patents and constantly 
acquiring new ones, some by way of outright purchase and about an 
equal number being taken out as the result of the efforts of its own 
experimental department, asks you to outline the best method of dealing 
with this account, having in mind: 

(a) The ascertainment of costs of manufacture. 

(b) The an. sal balance sheet which is submitted to stockholders and 

to the general public. 

Outline fully your views on this subject. 


ANSWER TO QUESTION II 


Cost of Patents: 

Instead of buying all of its patents from others the company decides 
as an alternative to hire competent workmen and maintain. an experi- 
mental department of its own, wherein new inventions are devised, 
completed, tested, and patented. If an invention is worth while after 
being patented, it may serve for a considerable time or it may have 
to be abandoned after a short service. In any case, however, whether 
the patent is purchased or taken out by the company itself, there is 
always the probability of its being superseded or rendered obsolete by a 
later and more suitable invention, thereby necessitating its abandonment 
for the more desirable article. Now, whether the company buys its 
patents from others or gets them out itself as a result of discoveries 
in its experimental department, there is usually considerable outlay in 
connection therewith. The purchased patent may cost a large sum 
which would, of course, be charged to Patents account. This account 
will contain a record of all patents purchased from others at the cost 
price. Since the patent right usually extends over a definite time (the 
maximum is 17 years) a proportionate amount should be written off 
each year. The amount written off, however, should be high enough 
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to include the cost of abandoned patents from time to time, or otherwise 
such cost should be charged against the year in which the abandoment 
takes place, by a debit to Profit and Loss. 


There is absolutely no doubt of the productive ability of an efficient 
experimental department, but the question immediately arises as to the 
disposition and allocation of the expenses thereof, the cost of mainte- 
nance, taking out patent rights, etc. Shall the expenditure for equipment, 
maintenance, salaries, and experimental purposes be (all or part) charged 
up to the year in which they occurred, or shall they be capitalized and 
then distributed over a term of years? If charged off during the year 
when incurred, shall they be included in the manufacturing costs or 
simply as a general expense? If they are to be distributed over a term 
of years, then how shall the time and amount be determined? Since 
the same annual outlay for maintenance is going on, is it desirable to 
defer any of the cost thereof? 


Disposition of Patents and Experimental Costs: 

All patents purchased of others should be charged to Patents account 
at the cost price thereof. A like disposition should be made of subsequent 
charges, expenses of protective litigation and the cost of securing patent 
assignments and shop rights from other persons. Such costs should be 
absorbed by annual depreciation charges during the life of the patents. 
An average amount could be assumed where there are several patents 
costing different amounts and having varying years of maturity, being 
careful to allocate the heavier portion to the earlier years of the patent. 
All patents acquired or taken out should be recorded separately in a 
book or on cards designed for that purpose, with appropriate addenda 
for any values attaching to matured or obsolete patent rights. It is 
true that many patents have a considerable value, even after maturity, 
which might be worth considering, but in that case a revaluing or ap- 
praisement could be made. Speaking generally, it is better to write off 
all patents during their legal existence. The accounts will contain the 
following : 


Patents Account 


Debit with: Credit with: 
The cost of patents acquired by The sale or transfer of any pat- 
purchase ents previously charged thereto 
Subsequent charges for protect- Depreciation of patents based on 
ing the patents time they have to run or on 
The cost of securing assignments some other safe basis, and 

and shop rights charged to production costs 

The cost of patents obtained in Obsolete or worthless patents 
the experimental department charged off to Profit and Loss 

account 


Balance, being the net cost or 
book value of patents owned 


Charge the experimental department with all expenditures in connec- 
tion therewith, for cost of equipment, maintenance, salaries, cost of 


275 


| 

| 

| 

| 
| 


The Journal of Accountancy 


securing patent rights, etc. This might even be included in the Patents 
account, or an account might be maintained and called Patents and Ex- 
perimental account. Since the annual cost of this department will be 
practically the same, or increasing if anything, and since it is maintained 
by the management without any assurance of lasting results, it would 
seem advisable to charge the entire running expenses thereof to Profit 
and Loss. This would include a reasonable depreciation on equipment. 
The cost of maintenance may, of course, be offset by returns from the 
sale of patents or rights, or from royalties received. It should also be 
credited with patents taken out and charged to Patents account. The 
value placed upon such patents should be determined by appraisement 
or by the estimated cost to produce them. Or it may be based upon the 
royalty income that would be derived from such an invention. In order, 
however, that the annual charge to Patents account may not fluctuate 
too severely it would seem good practice to capitalize a part of the 
experimental outlay from year to year. This could be retained in 
the Experimental Department account or else be charged to Patents 
account. The remainder should be charged to Profit and Loss. The 
account may appear as follows: 


EXPERIMENTAL DEPARTMENT 


Debit with: Credit with: 
Cost of equipment at time of Sale cf patent rights or income 
purchase from royalties, etc. 
Cost of maintenance Value of patents charged to Pat- 
Salaries and expenses ents account 
Cost of securing patent rights Depreciation of equipment 
charged to Profit and Loss ac- 
count 
Inventory at end of year, carried 
down 


Balance, charged to Profit and 
Loss account 


The book value or appraised value of patents and equipment of the 
experimental department should appear in the balance sheet. They should 
be listed about as follows: 

Patents and patent rights. 

Experimental department equipment. 


The second item might even include a certain amount of the mainte- 
nance expenses if it were deemed advisable, providing such expenses 
could be safely appraised. Indeed, some of the patents secured through 
the department may not prove valuable enough to justify their being 
included among the assets. Instead of including patent rights singly, 
as above suggested, they are frequently included with some other account, 
as “Goodwill, Patents, etc.” or as “Patents and Goodwill.” Sometimes 
they are permitted to remain in such accounts without depreciation, but 
that is obviously not a wise plan to adopt. It seems advisable in any case 
to understate the value of assets rather than to adopt an opposite course. 
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QUESTION 12 


Messrs. Brown & Wilson have applied to the Pennsylvania National 
Bank for a loan of $20,000, and have submitted the following profit and 
loss account and balance sheet: 


Prorit AND Loss Account 
For Year Ending June 30, 1912 


40,000.00 
7,000.00 
Dividends on investments ............... jasenvncesscoereeeeee 5,500.00 
$160,500.00 
BALANCE SHEET, JUNE 30, I912 
Assets : 
10,000.00 
Lease of premises 5,000.00 
1,000.00 
$391,500.00 
Liabilities : 
27,000.00 
Partner’s capital at July 1, 1911 ...............45- $ 8,000.00 
$45,000.00 
Less drawings during year ............0-..-ee00 25,000.00 20,000.00 
$391,500.00 


The bank has handed you these accounts and asked for your opinion 
as to the advisability of making the loan and as to the form in which 
the accounts are presented. 


ANSWER TO QUESTION 12 


The well equipped bank of today has its credit department in which 
applications for loans are carefully scrutinized. The head of this depart- 
ment is known by some official title as credit man, assistant cashier, or 
vice-president. The credit man may, of course, make a careful analysis 
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of the statement presented, and even have additional information from 
the borrower to substantiate its validity, but only an examination of the 
accounts will determine whether or not the figures presented are true 
and conservative. Such an examination must be made by someone fully 
competent to perform the work. In this respect the certified public 
accountant can be of valuable assistance to the credit man, as is evi- 
denced in the question under consideration. Without making an exam- 
ination of the books it is impossible to give a correct opinion as to 
whether or not the loan of $20,000 should be made, yet we are expected 
to do so from the information presented in the statement. To do this we 
must assume conditions such as would ordinarily be determined by an 
actual examination of the accounts. 

There are many things in the statement submitted that cause one at 
first sight to advise against the loan, and even a careful analysis of the 
figures strengthens this decision. Unless there are good personal rea- 
sons for granting the loan, such as the standing and connections of the 
partners, there is not much to favor an affirmative report. If, however, 
the investments, amounting to $50,000, could be turned over as security, 
there would be no question whatever regarding its allowance, provided 
the securities are as valuable as represented. Banks usually require that 
the quick assets be at least twice the amount of the loan, but in this 
case the margin is far from the desired ratio. The loan of $27,000 
already outstanding must no doubt be satisfied first, and possibly it is 
secured by the collateral. The amount owing to trade creditors is be- 
yond all reason. One must be careful in an examination of a business 
to see that all liabilities are included, and that the assets given are not 
overstated or overvalued. 

Amounts are all out of proportion. The personal accounts receivable 
and payable are entirely too large when compared with the firm’s some- 
what paltry capital and the volume of business transacted. The capital 
one year ago was $8,000 and now it is $20,000 with interim drawings 
of $25,000 against profits. This amount should have been left in the 
business, since its withdrawal indicates an apparent willful attempt to 
use the firm for personal gain. 


Profit and Loss Account: 

This account should be presented in such a way as to show the cost 
of goods sold, the gross profit, and the net profit, as indicated in the 
account shown below. It will be seen that the cost of goods sold is 
only $15,000, while the sales amount to over five times that amount. 
This is evidently out of proportion, or else the goods are of such a 
nature as to command extraordinarily high prices. It is singular that 
out of $90,000 worth of merchandise only one-sixth of that amount 
should be sold during the year. The investments are evidently paying 
well. The expenses seem out of reason, especially the office and mis- 
cellaneous, which amount to $22,500. The interest on loans indicates that 
additional loans have been effected, but paid off during the year. The 
bad debts written off should, no doubt, be greater on such a large 
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amount of book debts, especially since they have been standing so long. 
Even 1%, or $2,500, would be a conservative estimate in any business. 
Prorit Loss Account 
Year Ended June 30, 1912 


Seles for went, $80,000.00 
Stock on hand July 1, 19011 ..........eecececcnceecs $50,000.00 
90,000.00 
Less stock on hand June 30, 1912 .............eeeeeee 75,000.00 
$65,000.00 
Add dividends on investments 5,500.00 
Total earnings ......... $70,500.00 
Deduct : 
The various expenses shown in the question, and more if 


The Balance Sheet: 

This statement will not stand close inspection. Cash is reduced to 
its lowest ebb. Furniture and goodwill are worthless as security for 
loans. The lease is no doubt valuable, but it is not the kind of an asset 
on which a loan could be based. The investments seem to be paying 
dividends and might be good security. No doubt the inventory is over- 
stated, judging from the unreasonable proportions of items in the mer- 
chandise account. $50,000 worth of goods were on hand at the first 
of the year, and if only $15,000 worth was disposed of, why were addi- 
tional purchases made and liabilities incurred? The book debts are three 
times the sales. On this basis it would seem that the object was to 
make sales but no collections. Evidently some of these debts have 
been owing for years, and since the terms of credit seldom extend over 
so long a time we must assume that they are not collectible. The trade 
creditors show every indication also of having stood for years. The 
stock handled is only $90,000, while the liabilities owing are about four 
times that amount. Possibly the debtors and creditors are the same 
persons, thus indicating a net credit balance of $94,500. The partners 
may even be included therein as creditors of the firm. At any rate, 
liabilities as a rule have to be paid, and we therefore admit them. Assume 
that both partners are included in the capital and drawings. The state- 
ment of condition should be reset about as follows: 


BROWN & WILSON 
STATEMENT OF CONDITION FoR THE BANK, JUNE 30, 1912 
Quick Assets 
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500.00 

Liabilities 


It will be seen that only the quick assets are included, as this is 
about all a bank cares for, though the present worth of the firm would 
include all the other assets. From the information given, however, it 
seems inexpedient to grant the loan. 

Banks usually require of borrowers full information regarding their 
business affairs as well as a correct statement of their assets and lia- 
bilities. Forms are given borrowers to be filled in, and the searching 
questions to be answered supply full information regarding the concern 
and its business progress. 


QUESTION 13 


What do you understand by Perpetual Inventory? How is it main- 
tained and how may it be verified? What would you require in relation 
to such an inventory before accepting it in a balance sheet under your 
audit without qualifying your certificates? 


ANSWER TO QUESTION 13 


By “perpetual inventory” is meant a scheme for keeping account of 
merchandise received, disposed of, and on hand, in such a way as to 
determine at any time from the records the quantity and value of any 
particular article in stock. It is variably known as “continuous in- 
ventory,” “going inventory,” “book inventory,” “stock record,” etc. The 
term “continuous” is probably the most desirable though “perpetual” 
seems to have the preference by right of usage. 

The idea of keeping a book inventory is not new, yet it is not used 
as extensively as one would suppose, due probably to the trouble and 
cost of keeping it going. Every business man keeps a going inventory 
of cash, but many of them shamefully neglect to keep careful records 
of other property that is in many cases equally as valuable. This apathy 
in respect to inventories is often the cause of heavy loss by waste, spoil- 
age and disappearance of valuable stock or raw material. -In many cases 
much more is lost because of this neglect than would pay for keeping the 
inventory. 

The perpetual inventory, if properly kept, shows the quantity and 
value of material on hand, work in process, and finished stock. The 
management can thereby determine at any time without the trouble 
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and cost of taking a physical inventory the exact quantity and value of 
goods on hand, a feature which is specially valuable in case weekly or 
monthly statements are required. The most desirable plan of keeping 
the inventory is by means of cards, though loose-leaf or bound books 
will also answer the purpose. A card or page is devoted to the recording 
of a single kind or quantity of property in numbers, pounds, yards, 
gallons or tons. The quantity received minus the quantity disposed of, 
by sale or use, gives the quantity on hand. Of course this plan of 
keeping inventory is not so desirable where a great number of goods are 
handled, as in a retail store, because the cost of keeping it up to date 
and accurate, costs more than the information is worth. As an alterna- 
tive, a physical inventory must be taken, but this is frequently done at 
a time when the stock is low or when business is slack. The continuous 
inventory can be used for all properties handled, including supplies, tools, 
rolling stock, fixed assets, etc. 

The perpetual inventory or stock record can be verified by comparison 
from time to time with the goods which it represents. This should be 
done as frequently as possible by actual inspection, so that inventory- 
taking may be constantly going on. The management, as a result of 
constant verifications, knows at any time just how much of any particular 
article is on hand, rendering it unnecessary to carry a heavy supply of 
goods. The general ledger controlling account of stock, material, 
or work in process will show at any time the value, and possibly quantity, 
of goods on hand. This amount can be verified by a summary of the 
inventory cards. Sometimes differences occur and of course need ad- 
justment. The inventory card or account should state where the particu- 
lar merchandise is stored in order that it may be easily located. The 
particular bin, section, shelf or rack where it is kept should be numbered 
or charted with some means of identification. While the book inventory 
cannot always be depended upon as an exact check on merchandise, yet 
if frequent verifications are made, it is usually near enough for practical 
purposes. Differences, if any, can be easily adjusted when discovered. 

While the auditor cannot be held responsible for the valuation of 
the inventories, yet he should make it his business to see that the figures 
given are not overstated and that prices are correct. He should examine 
at least a part of the records in order to verify the amounts and compu- 
tations, and he might even compare by actual inspection some of the 
stock cards with the actual stock on hand. This would not take long 
and would satisfy him as to whether or not the perpetual inventory is 
really efficient. The auditor should not jump at conclusions. He may 
state in his report that inventories have been accepted at their book 
value, with the tests as to accuracy just mentioned, but in addition to 
this he should require the “O. K.” of some official or responsible em- 
ployee with respect to its accuracy. Indeed the assurance of two or 
three officials as to quantities and valuations is preferable. The auditor 
should see that values are taken at cost and not at the selling price. 
Sometimes inbound charges, duty, freight, etc. are added, in which case 
it is his duty to see that these are not inflated. His main object in 


281 


| 
| 
| 
| 
| 
| 
| 
| 
{ 
| 
| 
f 
4 
| 
| 
| 


The Journal of Accountancy 


any case is to determine whether or not the book records are as stated. 
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QUESTION 14 


A manufacturer owes $100,000.00 on his plant at 5% per annum, due 
at the end of five years from date. He secures an agreement, however, 
to pay the debt in equal annual installments which will include principal 
and interest. What amount is he required to pay each year? 


ANSWER TO QUESTION 14 


This problem is an interesting one from a mathematical standpoint, 
but not of so much value as a practical accounting proposition. Every 
practicing accountant, however, should have a thorough knowledge of 
compound interest and its applications, and at least a working knowledge 
of annuities and the methods of computing problems in which they are 
involved. It is true that annuity and bond tables are usually consulted 
for information of this kind, yet that does not relieve the accountant 
from the responsibility of mastering the subject, and candidates should 
be prepared to answer such questions on examination. This requires 
some knowledge of compound interest, annuities, logarithms, and the 
use of annuity and bond tables. 

We see that in order to pay off the mortgage and interest the same 
amount of money must be appropriated each year for five years. Each 
instalment includes interest on the entire debt then outstanding, as 
well as part of the principal. It is necessary to find what equal annual 
payment is equivalent to $100,000 invested at 5%—in other words, what 
annuity can be bought for $100,000 when money is worth 5% per annum. 
For the benefit of students, the following rule is given: 

Rule—To find the amount of an annuity to run a given time, that can be 
bought for a given sum, when money is at a given rate: first find the 
compound amount of the given sum for the given time at the given 
rate; then divide this by the final value of an annuity of $1 for the 
same time and at the same rate. In the question under review it will 
apply as follows: 

1.05° = $1.27628156. $1.27628156 X $100,000 = $127,628.156. Amount 
of $1.00 annuity for 5 years = $5.52563125. (Get this from annuity 
tables or compute: [.27628156 = 5] X 100 = 5.52563125.) Then to get 
the required annuity we take: $127,628.156 + 5,52563125 = $23,097.48. 

Another rule—Determine the final value of an annuity of $1.00 for 
the given time at the given rate, then divide this result by the amount of 
$1.00 compounded for the given time at the given rate; the resultant 
amount is the present worth of an annuity of $1.00 for the given time 
and rate. Divide this present worth into the given sum to get the 
required answer. Its application is as follows: 


12 
ee = $4.32047667, the present worth of $1.00 annuity. 
1.27628156 
$100,000.00 
—————. = $23,097.48, the annuity required. 
4.32047667 
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The answer, then, is $23,097.48, the annual payment required. The 
analysis of amounts is shown in the following table: 


Table of Equal Annual Instalments 


Principal $100,000.00, payable in 5 years at 5% 


Annual Remaining 

Year Instalment Interest Principal Principal 

I $23,097.48 $5,000.00 $18,097.48 $81,902.52 

2 23,097.48 4,095.13 19,002.35 62,900.17 

3 23,097.48 3,145.01 19,952.47 42,947.70 

4 23,097.48 2,147.38 20,950.10 21,997.60 
5 23,007.48 1,099.88 21,997.60 nil 

$115,487.40 $15,487.40 $100,000.00 


The question can be answered easily by algebra, but there would be 
little or nothing gained by so doing. 


QUESTION I5 


A company, whose accounts you are auditing, shows among its assets 
an item of $100,000 for a lease upon a warehouse. The lease was ac- 
quired ten years ago and has still forty years to run. The book value 
consists of $50,000 paid for the lease at the time it was acquired and an 
additional $50,000 expended upon rebuilding property five years ago. 
Nothing has heretofore been written off the asset account and its pres- 
ent realizable value is conservatively estimated at $150,000. 

In preparing the accounts for the present year the following methods 
have been proposed by various officials and you are asked to decide 
which one should be adopted, giving your reasons therefor, as well as 
the reasons upon which you base your decision in rejecting the others: 

(1) The property being worth more than the book value, nothing 
should be written off. 

(2) Such profits as it is not desired to distribute in dividends may 
occasionally be written off in reduction of the account. 

(3) An equal one-fortieth part should be written off annually. 

(4) A sinking fund should be created that would produce $100,000 
upon the expiry of the lease. 


ANSWER To QUESTION 15 


We will assume that the warehouse is used for storing the company’s 
own merchandise. The $50,000 paid for the lease may constitute the 
entire compensation for the use of the warehouse, or it may be simply 
a bonus in addition to which a yearly rental is paid; on the other hand, 
it may represent an amount paid to the former holder of the lease as an 
inducement to relinquish it to the company. The property must be kept 


284 


Pennsylvania C. P. A. Examinations of November, 1912 


in condition during the currency of the lease, either by the lessor or by 
the lessee, but this depends entirely upon the agreement at the time the 
lease was made. It is evident that the company agreed to make its own 
improvements since it has already expended $50,000 on the property. At 
the expiration of the lease, the ownership of the property will revert 
to the owner. Sometimes an option for the extension of the lease is con- 
tained in the original contract, but this would have no bearing on the 
disposition of amounts presented in the question. The company may 
even be allowed compensation for improvements on the property in 
excess of its condition at the time of the lease, but we have no evidence 
of this. The ultimate conclusion then is that the entire $100,000 must 
be exhausted during the life of the lease, so that at the end of the 
fiftieth year, the entire amount will have been wiped off. Since ten 
years have already expired without any attention to depreciation of 
property or extinguishment of the lease, we conclude that it must be 
equitably distributed over the forty years which still remain. It is 
evident that part of it should have been written off during the past 
decade, and to adjust matters we might even at this time charge one- 
fifth of the entire amount against surplus. No matter how it is done, the 
stockholders are the ones who must stand the depreciation. Then, if 
we distribute the entire amount over the remaining forty years, how 
shall it be done? Let us take up in order the different methods pre- 
sented. 

Plan 1. The fact that the lease and property are now considered 
worth $150,000 has no bearing on the disposition of amounts. The 
company evidently could transfer the lease for this amount and take 
profit for $50,000, but—unless it actually does this—it would be unwise 
to write this amount into the accounts, because it would have to be 
written off again. It would not represent actual profits, could not be 
paid in dividends, and, if the company stayed in its present location, 
the possible profit would be of no monetary value. If the entire 
$100,000 were carried to maturity, it is obvious that it would all have 
to be written off in one year. This would give larger profits during 
the currency of the lease, and then show a tremendous loss in the final 
year. We shall reject this plan. 

Plan 2. This is a haphazard method and undesirable. It is unscien- 
tific, would not provide uniform, yearly operating charges such as are 
needed for comparative purposes, and would not exhibit the real value 
of the asset. It would bring up annually the unpleasant task of decid- 
ing upon the amount to be charged off. This would in all probability 
cause unusually heavy expenses some years and none at all during others. 
This is not a good plan and we shall reject it also. 

Plan 3. This plan seems equitable and has the merit of being easily 
understood and conveniently handled. It would wipe off the entire 
amount during the forty years by an annual charge of $2,500 against 
profits and a corresponding credit to the lease account. It may be stated 
that under this plan the earlier years are made to carry a heavier burden 
than the terminating years, because of the consideration of interest on the 
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amount invested. The first year’s cost would be $8,500, consisting of 
$2,500 principal and $6,000 interest. The final year’s cost would obviously 
be $2,650, including interest, $150. This uneven charge may be offset, 
however, by a heavier outlay for repairs during the terminating years 
than at the beginning. The plan is popular and is undoubtedly used in 
the majority of cases where leaseholds are to be considered. It is not 
as scientific, however, as the one which follows. 

Plan 4. It seems inadvisable to create a sinking fund simply to 
amortize a book account; what we really want is a desirable plan for 
diminishing and wiping off the $100,000 during the next forty years. 
A sinking fund by rights consists of cash taken out of the business and 
placed in the hands of a trustee for investment to meet some particular 
debt at maturity. The assumption is that the installments plus the accu- 
mulation of interest thereon will amount to a given sum at a given date. 
This necessitates the withdrawal of cash from the business to earn a 
paltry 4 or 5 per cent when it could be earning a greater amount if left 
in the business. 

A sinking fund is not needed in this case, unless perhaps for the re- 
purchase of the lease at maturity, but that is not the point under consid- 
eration. Even if the sinking fund were created, it would be an asset, 
and the lease would also be standing as an asset. It is obvious that one 
debit cannot offset another debit; in that case, a “reserve for extinguish- 
ment of lease” would have to be created and made to agree at all times 
with the amount in the sinking fund. This would require an annual 
charge against profits and a credit to the reserve, likewise the considera- 
tion of revenue from the sinking fund investments. At maturity this 
reserve would be applied to the cancellation of the lease account, while 
the sinking fund cash would be returned to the company. On a 4 per cent 
basis the sinking fund installments would be $1,052.35 per annum ($100,000 
divided by $95.02551570, the final value of an annuity of $1 for forty 
years). 

The sinking fund method of wiping off a lease is a most desirable 
one, and we believe should be adopted in a case like this where a long 
time lease and a large amount is involved. In this case, the “reserve” 
mentioned above should be credited from year to year, and interest 
added just as would be done if actual money were invested in the sink- 
ing fund. In this way a scientific distribution will be made over the 
forty years, at the end of which the “reserve” can be applied to the 
cancellation of the lease. Instead of crediting a reserve, the yearly 
amount involved may be applied to the reduction of the lease account. 
We will adopt this plan, though as stated before Plan 3 has its merits 
and is more desirable where the sinking fund plan is likely to cause 
confusion. 

We might look at the matter in another light, and consider the 
$100,000 as the present worth of an annuity of so much for forty years. 
The amount of such annuity will depend on the rate of interest used. 
On a 6 per cent basis it is $6,646.15, which amount would be charged 
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to profit and loss and credited to the lease account after deducting 
interest on the balance of the lease. Thus the first year’s charge would 
be $646.15—the annuity less 6 per cent interest on $100,000. The second 
year’s interest credit would be 6 per cent on $99,353.85; and so on. 


Question 16 


The Atlas Trading Company leases a store for a period of ten years 
at a total rental of $450,000, to be paid in monthly installments of $3,750 
each. Before the leas. goes into effect, however, an arrangement is 
entered into whereby the company agrees to pay $25,000 on the date 
upon which the lease takes effect. For this payment they are to receive 
a credit of $30,000, applying on the total rental of $450,000, the differ- 
ence between the amount of the credit and the amount actually paid 
being intended to represent compound interest on the advance. 

Under the revised lease the company agrees to make monthly pay- 
ments for the original period of ten years at the rate of $3,500 per 
month. 

State concisely how you would treat upon the books of the company 
the transactions arising under this lease. 


ANWSER TO QUESTION 16 


It is not uncommon for owners of properties to require a deposit, 
bonus, or prepayment on account of future rent installments. This pre- 
cautionary measure serves as a reserve against possible loss to the 
landlord through default in monthly payments. It matters little how 
many agreements or leases may have been drawn up and revised later; 
we are concerned in but the one which is finally decided upon. It is 


to be followed to the letter, and the first arrangement here may be dis- 
regarded. 


According to the final or revised lease under consideration, a pre- 
payment of $25,000 has been made, and monthly rentals of $3,500 are to 
be continued in addition thereto for a period of ten years. Because of 
the deposit of $25,000 a deduction of $5,000 has been made from the 
aggregate rental of $450,000 to serve as compound interest on the 
advance rental payments. We may not take this reduction of $5,000 as 
a profit just yet because it represents the entire ten years. It may 
rightfully be credited to some appropriate account, however, and ther 
amortized or spread as profits over the entire term of the lease. This 
would give a profit of $500 per year. If that is done then Prepaid Rent 
account must be debited with -$30,000 and $3,000 of it be charged off 
as rental each year, in addition to the cash payment of $3,500 per 
month. Then the total annual rental is $42,000 plus $3,000 or $45,000. 
If we deduct the profit of $500 as above provided the annual amount is 
reduced to $44,500. Is this correct? Would not this advance of $25,000 
earn, if invested in securities or if permitted to remain in the business, 
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at least $1,000 the first year? In that event our first yearly rent would 
be $42,000 plus $2,500, or $45,500, but in future years it would be grad- 
ually reduced because of a diminishing deposit. 

The matter would, of course, average itself out in the end, but it 
would seem more convenient and just as satisfactory to pro rate the 
$5,000 equally over the ten years. No matter how we handle this amount, 
the portion of it charged as rent is also credited as income; consequently, 
even its omission entirely would not be incorrect. 


First Plan: 
Proposed Book Entries 


(1) Entry when lease is made and deposit paid: 
$25,000.00 


To apply upon lease of store for period of ten 
years, per agreement. An additional monthly 
rental of $3,500 is to be paid in cash each and 
every month for the entire period. 


(2) Entry for monthly rental payments, based on 
six-month periods: 


Rental payments for six months. Cash pay- 
ments of $3,500 each. 


Amortized rental for six months of original cash 
deposit of $25,000. To be spread over the 
entire ten years. 


To amortize estimated interest allowed on ad- 
vance rental payment, one-twentieth of $5,000 
for first six months. 

The foregoing entries will take care of the matter in a way that would 
be satisfactory to most business men but it is obvious that the plan is not 
ideal. Many would no doubt omit the fourth entry entirely, and even 
if they did so, the results would not be changed very materially. On 
that basis the half yearly rental would be $22,500, but that is not exact 
since the company has been deprived of the use of $25,000 which would 
earn at least 4 per cent if invested elsewhere. Let us deduct $1,250 from 
rent prepaid for the first half year’s appropriation to rent account, which 
leaves $23,750 as a deposit. This amount would accumulate at least 
$475 if invested, therefore the company is paying $225 more during this 
period than has been entered up. Each succeeding six months, however, 
it will be reduced $25 until the $250 shown above will be more than the 
interest on the prepayment. In the end it rights itself however. 


288 


Pennsylvania C. P. A. Examinations of November, 1912 


Second plan. The following entries are based on the plan just re- 
ferred to, that of determining interest each half-yearly period. Both 
Rent and Income accounts will in turn be closed into Profit and Loss 
account at end of year: 


(Same explanation as above.) 


(Same explanation as above.) 


(Same explanation as above.) 


Interest at 4 per cent on $23,750 for six months is the balance of rental 
deposit of $25,000 after deducting rental appropriation for first six 
months. 
The entries should be the same as above each six months, but the 
amount of interest reduced $25 each succeeding period. 


Schedule of Rental Payments: * 

Amortized interest on prepaid rent showing charges by 6-month 
periods, and interest at 4 per cent after each six month’s rental has 
been deducted. 


Half- Pro rata Plan On 4% Interest Plan Yearly Rent 


Year Interest Total Rent _— Interest Total Rent on 4% Plan 
I $250 $22,500 $475 $22,725 
2 250 22,500 450 22,700 $45,425 
3 250 22,500 425 22,675 
4 250 22,500 400 22,650 45,325 
5 250 22,500 375 22,625 
6 250 22,500 350 22,600 45,225 
z 250 22,500 325 22,575 
250 22,500 300 22,550 45,125 
9 250 22,500 275 22,525 
10 250 22,500 250 22,500 45,025 
11 250 22,500 225 22,475 
12 250 22,500 200 22,450 44,925 
13 250 22,500 175 22,425 
14 250 22,500 150 22,400 44,825 
I 250 22,500 125 22,375 
1 250 22,500 100 22,350 44,725 
17 250 22,500 75 22,325 
18 250 22,500 50 22,300 44,625 
19 250 22,500 25 + 22,275 
20 250 22,500 00 22,250 44,525 


1% | It will be seen by the table that the annual rental fz’ the first year on the 

4% plan is $425 above the average contracted for, $45,000. for the final 

lh ys below the average. Under the aoa plan an equal yearly distribu- 
which is good enough for ord! 


289 


nary purposes. 


| 
| 
| 


The Journal of Accountancy 


QUESTION 17 


The Scranton Land Company is incorporated and purchases fifty acres 
of land, which it subdivides into blocks and lots. It then negotiates the 
sale of first mortgage bonds secured upon the whole property in an 
amount equal to one-third of the purchase price of the property. From 
the proceeds of the bonds sold, the company proposes to make streets, 
sewers, sidewalks and carry out other necessary improvements before 
placing the lots upon the market for sale. 

Sales of lots are to be made upon contracts calling for a payment, 
as at date of execution, amounting to 10% of the sale price of each lot 
sold, the balance to be paid in monthly installments of 10%, each title 
to pass to the purchaser as soon as he has paid one-half. 

Outline a system of accounts to show the original investment, bonded 
indebtedness and the application of the proceeds of the bonds, the con- 
tracts for sale of lots, and the liquidation of these contracts, having 
particular reference to the ascertainment and distribution of profits. 


ANSWER TO QUESTION I7 


The practice of land development companies is to purchase suburban 
tracts of land for development into resident communities, and many a 
city whose suburbs are the pride and boast of its citizens is indebted 
to these companies for its extension and development. For instance, 
Philadelphia is known as the City of Homes because of the large number 
of home owners, largely due to the popularity of Building and Loan As- 
sociations and to the advantageous terms on which homes can be pur- 
chased from real estate men and operative builders. 

In such cases a tract of land in some desirable suburban section is 
purchased and is given an attractive name, as Overbrook Farms, City 
Heights, Riverside Drive, Lynwood, etc. The property is surveyed and 
divided into streets and lots. The city plans and regulations must, of 
course, be followed in laying out streets, planning lots, making excava- 
tions, laying mains and pipes, placing curbs and gutters, grading and 
paving streets. The ground is usually graded, platted and subdivided in 
such a way as to attract purchasers and to make the locality in every 
way desirable. All of the development expenses and improvement costs 
add, of course, to the value of the property, and, therefore, are consid- 
ered capital outlay or part of the investment. It is a common practice 
to add all loading expenses even after the lots are completed and until 
they are disposed of, but this practice can be carried to excess, especially 
in the case of undesirable properties. 


The foregoing comments are applicable to the question, as will be 
seen. The matter of financing is always of great importance to realty 
companies, and it is not uncommon to find development schemes of this 
kind mortgaged up to the limit and even beyond. Advances are usually 
made by the mortgagee as the development or the erection of buildings 
progresses. In the case under consideration the company evidently had 
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sufficient ready money to purchase the land, but none for development 
purposes. To meet this condition a bond issue was resorted to, but 
whether or not the bonds will prove attractive to investors is another 
matter. We will assume that the bonds have been sold at a discount; 
at any rate heavy advertising and selling expenses will have been a 
prominent feature in disposing of them, and such expenses are frequently 
added to the cost of the property. It is obvious that all improvements 
should be made before offering the lots for sale, in order that the prop- 
erty may be at its best and prove attractive to purchasers. 


Sales of lots on the deferred payment plan are sometimes more 
profitable to the company than on the cash plan, especially if the instal- 
ments are carried to maturity, but there is always the probability of 
lapses in the monthly payments. This is usually provided for in the 
contract of sale, and sometimes purchasers are charged interest on in- 
stalments when allowed to lapse for a short time. On default of pay- 
ments the lots usually revert to the company and can be sold to other 
purchasers. If several instalments have already been paid, it is apparent 
that the default provides extra profit for the company. In some cases 
the profit on sales is so large that if only half price were paid in, a gain 
would be realized. In such a case the company could safely give title 
upon receipt of half the instalments and take chances on the remainder 
being met. An agreement is usually entered into respecting the remaining 
payments before title is passed, or the conditions may all be provided in 
the original contract. Absolute title may be given after one-half of the 
payments are made, and a purchase money mortgage be executed by 
the purchaser to the company for the remainder. If the mortgage is not 
given, then some other evidence of debt is executed, unless the matter 
is fully provided for in the sale contract. Before the company can give 
a clear title to lots it must itself secure a release of such lots from the 
holder of the first mortgage bonds. This is usually provided for in the 
trust deed, and as releases are given definite payments to the mortgagee 
are required. 


System of Accounts: 


The accounting system must provide for the purchase price and 
development of the land, including the various expenses of laborers, 
skilled workmen, contractors, etc. It must also provide for the issue and 
recording of bonds and mortgages, the cost price and sale of lots, and 
the recording of accounts with purchasers. A separate ledger should 
be kept for purchasers’ accounts. The collection and recording of 
monthly instalments will be one of the chief features. Private plans or 
cards should be kept showing the number, details and cost of each lot, 
and the sale price adopted. The distribution of profits is not an easy 
matter to decide. For example, the gross cost of a lot may be $120, while 
it sells on the instalment plan for $300, payable in thirty monthly instal- 
ments. This would give a profit of $180. Assuming that the sale was 
made in March and that ten instalments have been paid since, what profit 


291 


a 
q 
a 
i 4 
a 
i 
4 
if 
a 


The Journal of Accountancy 


should be taken for the year? Shall it be $180, or one-third of that 
amount, $60? In other words, should all the profits be taken in the first 
year, or should they be distributed over the currency of the contract 
period? The annual federal corporation tax will be affected by the 
decision made, and the government has ruled that the deferred profit- 
taking plan is permissible. 


SCRANTON LAND COMPANY 
Journat Entries SHow1nc System or Accounts 


To capital stock ............... siseelremnied $50,000.00 


For incorporation of the Scranton Land Com- 
ny with a capital of $50,000, by the fol- 
owing incorporators : 


500.00 


The various expenses connected with the or- 
ganization of the company. 


45,000.00 


For the purchase of fifty acres of land near 
Philadelphia from John Vendor, to be sub- 
divided into blocks and lots. Title to the 
land is passed and recorded. 


To first mortgage bonds ..............0-e008 15,000.00 


For issue and sale of 6% mortgage bonds 
secured by a first mortgage on the entire prop- 
erty to the Girard Trust Company. Entire 
issue, $15,000, being one-third the purchase 
price of property. Bond discount and ex- 
penses amount to $1,000. 


Cost of developing property by workmen and 
contractors, the amount unpaid being due to 
contractors for grading, planning, surveying 


and blocking streets, sewers, sidewalks, curb- 
ing, etc. 


(6) Sales contract (or customers) ...............05. 120,000.00 


For sales of the entire 300 lots at an average 
price of $400 each, to purchasers as per con- 
tract books and records. Terms 10% down 
and 10% each month until paid, title to pass 
as soon as one-half of contract price is paid in. 
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First payment of 10% on sales of lots. 


The amount of instalments paid in during 
the first year, being an average of four 
months. 


For payment of amounts due contractors. 


Records must, of course, be kept separately for the various charges, 
contracts, etc. A separate ledger may be used for the divisions of develop- 
ment expenses, or they may be contained in the general ledger. The divi- 
sion may be as follows: grading and surveying, street grading and paving, 
sidewalks and curbs, sewage and mains, trees and sodding, etc. These 
expenses should, of course, be prorated to the various lots in equal pro- 
portion, though apportioning a larger amount to corner lots. When 
considering costs it is customary to include all of the loading expenses to 
date, as interest on investment, taxes, maps and plans, etc., etc., in order 
to obtain the full and true cost of the property. Maps and charts should 
be provided, showing the location, dimensions and boundaries of the 
different lots, and each lot should be given a number. 

At end of second year, all sales having been made in the second year 
of ownership, and all yearly expenses included, the accounts may appear 
as follows: 


TriaL BALANCE, DECEMBER 31, 1913 (END oF 2ND YEAR) 


Incorporating expenses 500.00 

Expenses of bond issue .............. ésencccdimee 1,000.00 

120,000.00 

Agents’ commissions ........... 4,000.00 
Maintenance expenses 1,000.00 


q 

(9) Accounts payable 6,000.00 
Te com 6,000.00 
| 

$245,000.00 $245,000.00 
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Reat Estate AND DeveELopMENT Account (END oF 2ND YEAR) 


$ 45,000.00 Contract sales ......... $120,000.00 
Development costs ..... 20,000.00 
Incorporating expenses.. 500.00 
Expense of bond issue.. 1,000.00 
Maintenance ........... 1,000.00 
Total cost $ 69,300.00 
50,700.00 

$120,000.00 $120,000.00 

Agents’ expenses ....... $ 4,000.00 Gross profit ............ $ 50,700.00 
Advertising, etc. ....... 1,500.00 

Net profit, $45,200: 

Taken this year ...... 22,600.00 
Deferred to next year. 22,600.00 

$50,700.00 $50,700.00 


It will be seen that the completed lots cost $231 each, and of course 
this cost is used in deciding upon the selling price thereof. On the above 
division of profits the federal corporation tax will be 1% of $17,600, 
or $176. If all profits are taken this year, which is usually the case, the 
tax would be $402. It is apparent, however, that if the profits are all 
considered during the first year there will be none left for the second. 
In that case a surplus should be maintained to meet the second year’s 
expenses. If only part of the lots were sold, then the cost price thereof 
should be credited to Real Estate and charged against the sales. The 
balance of cost would remain in the Real Estate account, since it is the 
plan to close all development charges to the Read Estate account. 


When titles are given, one-half having been paid.* 


$120,000.00 


Upon issue of titles to purchasers of lots and 
transfer of accounts to personal list. 
Upon payment of bonds: 


(11) First mortgage bonds ....... $15,000.00 


For payment of bonds in order to provide 
clear title to the lots. 


* The accounts might even remain untouched when titles are poses. or be 
transferred to a different ledger. If mortgages are received, then debit Mortgages 
Receivable, and likewise if some other security is passed. 
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Question 18 


Prepare a sample statement of an administrator’s final account for 
presentation in a probate court. 


ANSWER To QUESTION 18 


The “final” account of an administrator is the statement rendered by 
him to the Probate Court upon the completion of his official duties as 
administrator of an estate. In the meantime he may or may not have 
rendered one or more intermediate accounts of matters pertaining to the 
estate. The illustration given below is both the “first” and “final,” which 
is similar in every way to the account submitted by an executor. In 
Pennsylvania the court having jurisdiction over such matters is known 
as Orphan’s Court, and in New York as the Surrogate Court. The 
executor is a person or persons named by the testator in his last will 
and testament to settle all matters pertaining to his estate as directed by 
the will. In case no will has been executed then an administrator is 
appointed by the court to settle up the decedent’s affairs. In case a will 
is made without naming an executor, or in case the one named declines 
to act, the court then appoints an “administrator with will annexed.” 
“With will annexed” is usually indicated by the letters “C. T. A."—cum 
testamento annexo. It will be noticed that the form of account required 
in Pennsylvania is of the simplest kind, showing debits and credits re- 
specting principal and the same as to income. In some states the main 
account consists of a summary of separate schedules. Real estate must 
be recorded separately, as shown in the accompanying account. Every 
item in the administrator's account should bear date of entry, though 
dates have been omitted in the accounts illustrated herewith. 


FINAL ACCOUNT OF ADMINISTRATION IN THE ORPHAN’S 
COURT FOR THE CITY AND COUNTY OF PHILADELPHIA 


First anp Finat Account or RicHarp Ror, ApMInisTraTor C. T. A. oF 
Joun Dor, Deceasep—DecemBer 18, 1912 


Principal—Dr. 


The accountant charges himself with the amount of inventory and 
appraisement as follows: 


1,000 shares of U. G. I. at 90 $ 90,000.00 
shares of P. R. T. at 27 ......... 13,500.00 
Cash found on person of deceased .............-000- $ 88.00 
Cash deposited in Girard Trust Co. ................. + 25,312.00 25,400.00 
Furniture, books, etc. 2,200.00 
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The accountant also charges himself with the following 
amounts received in addition to the above: 


Gain on sale of horses sold for .............+- oa 
Gain on sale of U. G. I. stock sold for ........ $91,000.00 
90,000.00 1,000.00 1,100.00 
$148,400.00 
Principal—Cr. 
The accountant claims credit as follows: 
Register of wills for granting letters .............. $ 25.50 
Advertising letters, etc. ....... 15.00 
925.00 
Debts of deceased (specified) ...........esecceeees 14,075.00 
000.00 
ohn Smith, Esq., professional services ............ 250.00 
egister of wills for filing account: 
Adjudication of court .............. tetentes 48.50 
Commission to accountant, 3% ..........+e.eeees 4,452.00 
Loss on sale of books and furniture: 
$2,200.00 
Balance of principal for distribution ............. 120,359.00 $148,400.00 


Administrator's Account of Income: 
Income—Dr. 


The accountant charges himself with income received as follows: 


(Dates) 1,000 
I, 
$1,000 $4,000.00 
Income—Cr. 
The accountant claims credit as follows: 
Commission to accountant, 3% ..........eeeeeeeees $ 132.00 
Balance of income for distribution ........... Saeude 4,268.00 4,400.00 
Recapitulation 
Balance of principal ........ $120,359.00 
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Payments on account to widow of deceased ..... «.-$ 6,000.00 
Payments on account to son of deceased .......... 3,500.00 9,500.00 
Consisting as follows: 
10,000 Philadelphia City’s 4’s .......ccceeceeeeees 10,000.00 


Account of Real Estate Transactions: 
Realty Account—Debit 


The accountant charges himself with the purchase money 
of 725 North Second Street sold for ..............eeeeee $ 11,000.00 


Realty Account—Credit 
Accountant asks allowance for the following: 


Commission to John Smith, 1% $ 111.00 
Commission to accountant, 3% ...... 330.00 
(Acknowledged before register of wills or notary) 
RicHarp Rog, 
A istrator. 


QUESTION 


What is meant by hidden reserves? 
What is meant by hidden assets? 
Describe some of these, and write your opinions as to the advisability 
of having them. 
ANSWER TO QUESTION I9 


The terms “hidden reserves” and “hidden assets” are practically 
synonymous with “secret reserves.” The latter term is familiar to ac- 
countants as representing the excess of actual net worth of a concern 
over and above the amount indicated on its balance sheet. For some 
reason or other the directors may not wish to disclose in a financial state- 
ment the true status of the company’s condition, and they act accordingly 
in understating the true facts. This may be due to a spirit of con- 
servatism which is no doubt permissible in case no one is injured thereby. 
Sometimes, however, the actual profits for a given year are understated 
for the purpose of lessening the state and federal corporation tax, and 
perhaps to keep both stockholders and competitors in ignorance of the 
company’s actual earnings. This is obviously insufficient reason for the 
creation of such a reserve, and from that viewpoint alone should be 
condemned. 

A distinction might be drawn between hidden reserves and hidden 
assets simply for the purpose of making a division. An asset may be 
fully valued, or even overstated in the accounts, but it is so buried or 
interwoven in some other asset or account that it cannot be distinguished 
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as a separate item. The hidden reserve presupposes the omission or 
reduction in value of an asset. 

Secret reserves are, as a rule, created by a charge against revenue, 
with a corresponding reduction of the assets or inflation of the liabilities. 
The probability of extracrdinary losses is always apparent and if 
provision for such contingencies can be provided for in advance it is 
wise to do so, yet the question whether or not the ultra-conservative plan 
of “writing down” too severely is not misleading, is always uppermost 
in one’s mind. The ideal plan would create a substantial surplus to 
meet unexpected loans, but the customary craving for dividends renders 
the continuance of such surplus unstable. Especially is this true if the 
directors are easily persuaded to distribute the profits to insistent stock- 
holders. 


How Secret Reserves are Created: 

Following are various acts or omissions which result in the creation 
of secret reserves: 

(1) Omitting assets which should be included, intentionally or in- 

advertently. 

(2) Undervaluing assets, intentionally or otherwise. 

(3) Writing off too much depreciation. 

(4) Charging additions and improvements to repairs or maintenance 
account instead of to plant account. 

(5) Creating reserves for bad debts in excess of the amount required. 

(6) Charging production costs to general expense instead of to the 
manufactured article, thus undervaluing the cost thereof. This 
may be done unintentionally or otherwise. 

(7) Including fictitious liabilities in the accounts, or overstating lia- 
bilities which are known to be lower. 

(8) Making additions or improvements and charging the cost to sur- 
plus account, thereby hiding the value thereof. 

(9) Neglecting to take into consideration in the accounts natural in- 
creases in value of property because of surroundings and improved 
conditions of locality. 

(10) Understating values in good years and increasing them in lean 
years as a means of keeping the dividends uniform from year 
to year. 

The hidden reserve is undoubtedly a commendable creation in case it 
is not carried to excess and provided it is not detrimental to interested 
persons. The spirit of conservatism is to be commended by the ac- 
countant rather than criticized, and if not abused the policy of the writer 
is to look upon it with favor. Directors are so fond of inflating values 
that the opposite tendency is refreshing to the auditor. When engaged by 
the corporation the auditor may not have any say in the matter as it 
is a policy to be decided by the directors. Yet, if the stockholders are 
kept in ignorance of a secret reserve, the auditor should draw attention 
to the fact in his report, providing it is of sufficient proportions to merit 
special attention. 
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QUESTION 20 


Write a report of at least one hundred words each of an audit— 
(a) When the books are correct. 
(b) When the books are incorrect. 


ANSWER TO QUESTION 20 


It is customary for the auditor, after completing an examination of 
the books and records, to render statements setting forth the results of 
the business for the period under review and the condition of the com- 
pany at the end thereof. These statements may be more or less elaborate, 
depending upon the size of the company, the amount of business done, 
and the divisions into which they require the information separated. It 
is not uncommon for additional information of a statistical nature to 
be required, as comparative statements for two or more years, etc. The 
auditor usually writes a report to accompany the various exhibits and 
statements, but its contents depend upon conditions. It should not be 
very lengthy unless there are special considerations to be brought to 
the attention of the directors. Sometimes a few lines are sufficient, 
while at others a page or two may be necessary. The reports given below 
are suggestive and brief. The first contains about one hundred and 
eighty words, while the second is somewhat longer: 


(a) Report of auditor when the books are correct. 


Philadelphia, January 15, 1913. 
Mr. James W. Fernley, 


President, Auto Manufacturing Company, 
Philadelphia, Pa. 
Dear Sir: 

In accordance with your request, I have audited the accounts of your 
company for the fiscal year ended December 31, 1912. The results of 
my findings are set forth in the following: 

Exhibit A. Statement of the assets and liabilities and the net worth of 
the company as on December 31, 1912. 

Exhibit B. Statement of operations showing the manufactured output 
of your factory and the cost thereof for the year ended December 31, 
1912. 

Exhibit C. Profit and Loss account showing the sales and other earn- 
ings, also the general and selling expenses for the year ended December 
31, 1912. 

Exhibit D. Comparative statement, showing the earnings, operating, 
selling and administrating expenses for the years 1912 and 1911. 

As far as I can determine, the income of the business has all been 
correctly accounted for and entered upon the books. All expenditures 
for the period are likewise correctly entered as summarized in the ac- 
companying statements and exhibits. 
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The results set forth herewith are in accordance with the books of 
the company, and in my judgment they exhibit the true condition of the 
company’s affairs. 

Respectfully submitted, 
R. J. Bennert,* 
Certified Public Accountant. 


(b) Report of auditor when books are incorrect: 


Mr. George M. Longworth, 
President, The Eastern Manufacturing Company, 
Pittsburgh, Pa. 
Dear Sir: 

I have completed the audit of your books and accounts for the fiscal 
year ended October 31, 1912, and present herewith correct statements 
thereof. 

My examination has covered the regular books of account, also the 
books and records relating to the manufacturing costs. A few adjust- 
ments of errors were necessary, as set forth below. 

So far as I can determine, all sales for the period have been correctly 
entered on the books and are accounted for by cash receipts, discounts, 
allowances, and accounts receivable. I have verified a large portion of 
the latter by correspondence with the customers. 

The books were not properly adjusted before closing, with respect 
to the following: t 


1. Several invoices for materials amounting to $3,186.00, were entered 
in the accounts, but the goods in transit were not included in the 
inventory. 


2. Invoices amounting to $1,437.00 were not entered within the period, 
though the materials were received and included in the inventory. 


3. Credit was not taken for unexpired insurance premiums amounting 
to $432.00. 

4. Taxes paid in advance to the amount of $887.00 should likewise 
have been adjusted before closing. 

5. Wages accrued and unpaid amounting to $2,327.00 were not taken 
into account. 

6. A proper allowance for depreciation of machinery should have been 
made; 8%, or $3,200.00, has been carried to reserve for this purpose. 

7. The expenses of three of your traveling salesmen had not been 
entered for the month of October. These amount to $453.00. 

8. Repairs and maintenance charges amounting to $5,824.68 were en- 
tered up as improvements. 


* Instead of signing his name the candidate should use the number or letter 
given to him by the examiners. 

+ The errors included here in report might have been set forth in a separate 
statement and then have been briefly referred to in the report. 
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All of the above errors have been adjusted and the books are now 
in agreement with my statements presented herewith, which include 
Manufacturing and Profit and Loss Statements for the year, also State- 
ment of Assets and Liabilities as at October 31, 1912. In my judgment the 
results contained therein are correct. 

Very respectfully yours, 
Davin HENDERSON, 
Accountant and Auditor. 


C. P. A. Legislation 
TENNESSEE* 


The following act creating the degree of C.P.A. in Tennessee has been 
recently adopted: 


Aw Act to establish a State Board of Accountancy and prescribe its 
duties and powers; to provide for the granting and the revoking of 
certificates to Accountants who qualify under the provisions of this 
Act, and to provide a penalty for violation of this Act. 

Section 1. Be it enacted by the General Assembly of the State of 
Tennessee, That there is hereby established a State Board of Accountancy, 
to consist of Five members, to be appointed by the Governor within thirty 
days after the passage of this Act, all the members of which shall be 
practising Public Accountants in this State who have been actively 
engaged in such practice on their own account or as senior accountants 
in the offices of reputable Public Accountants for at least three years 
next preceding such appointment; two of whom shall be selected from 
the State-at-large and shall hold office for the terms of three years each; 
and one each of the other three of whom shall be selected respectively 
from each of the three Grand Divisions of the State commonly known 
as West, Middle and East Tennessee, to hold office respectively for the 
terms of one, two and three years, as designated by the Governor in his 
appointments; and upon the expiration of each of said terms the suc- 
cessor to each member shall be appointed in the same manner for the 
term of three years, but after January first, nineteen hundred and four- 
teen, all Accountants to serve on this Board must be holders of C. P. A. 
certificates under the provisions of this Act. Any vacancies that may 
occur from any cause shall be filled by appointment to be made by the 
Governor for the unexpired term. 

Sec. 2.. Be it further enacted, That any citizen of the United States 
(or person who has duly declared his intention of becoming such citizen), 
being over the age of twenty-one years and of good moral character, 
residing or having an office in the State of Tennessee, who shall, as 


* See letter of F. W. Pike under heading of Corresponden explaining and 
commenting upon the Tennessee act. aad - : 
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hereinafter provided, receive from the Tennessee State Board of Ac- 
countancy a certificate of his qualifications to practise as an expert public 
accountant, shall be known and styled as a Certified Public Accountant; 
but no other person, nor any corporation, nor any partnership, all the 
members of which have not received such certificate, shall assume such 
title, or the title of “Certified Accountant,” or “Chartered Accountant,” 
or the abbreviations “C.P.A.” or “C.A.,” or any other words, letters or 
abbreviations tending to indicate that the person, firm or corporation 
so using the same is a certified public accountant. 

Sec. 3. Be it further enacted, That examinations of persons applying 
for certificates under this Act shall be held in Nashville at least once a 
year or oftener, at the discretion of the Board. The subjects in which 
applicants shall be examined are: (1) theory of accounts; (2) practical 
accounting; (3) auditing, and (4) commercial law, as affecting ac- 
countancy. 

No person shall be permitted to take such examination unless he shall 
have been practising continuously on his own account as a Public Ac- 
countant for at least one year; or shall have been continuously employed 
in the office of a Public Accountant as an assistant for at least two years; 
or shall have been continuously employed as a chief or head bookkeeper 
for at least three years; or shall present an academic diploma or other 
equally satisfactory evidence, in such manner as required by the Board, 
proving that he has successfully completed a course of studies and 
instruction in any State or country which is equivalent to the requirements 
for graduating from the highest grade of High Schools in this State. 

All examinations herein provided for shall be conducted by the State 
Board of Accountancy, or by a majority thereof. The time and place 
for holding examinations shall be duly advertised for not less than three 
consecutive days in at least one daily newspaper published in each of the 
four most zopulous cities of the State not less than thirty days prior to 
the date of each examination. 


The Board may make all needful rules and regulations regarding 
the scope of the examinations, the method and time of filing applications 
for examination and all other rules and regulations necessary to carry 
into effect the purposes of this Act. 

Sec. 4. Be it further enacted, That the Board may, in its discretion, 
waive the examination of any person possessing the qualifications stated 
in Section 2 of this Act who (1) is the holder of a C. P. A. certificate 
issued under the laws of another State which extends similar privileges 
to certified public accountants of this State; provided, the requirements 
for said certificate in the said State are, in the opinion of the Board, 
equivalent to the requirements in this State; (2) is the holder of a 
certificate of Certified Public Accountant, or Chartered Accountant, or 
the equivalent thereof, issued under the laws of any foreign government; 
provided, the requirements for said certificates are, in the opinion of the 
Board, equivalent to the requirements of this State; (3) has, for at least 
three years next preceding the date of his application, been practicing as 
a public accountant, the last three months of which have been in this 
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State, and who shall apply in writing to the Board for such certificate 
within three months after the appointment of said Board by the Governor. 

Sec. 5. Be it further enacted, That the Board may revoke any cer- 
tificate issued under this Act if the holder thereof (1) shall be convicted 
of a felony, or (2) shall be declared by any court of competent jurisdic- 
tion to have committed any fraud, or (3) shall be declared by any court 
or commission to be insane or otherwise incompetent, or (4) shall be 
held by this Board to be guilty of any act or default discreditable to the 
profession, or (5) in case the certificate shall have been issued to the 
holder thereof on account of his holding a C. P. A. or C. A. certificate 
from another State or country which has, after the issue of this certifi- 
cate from this Board, in any way depreciated the standard or equivalent 
of its privileges or requirements in accordance with the provisions of 
this Act; provided, that written notice of the cause of such contemplated 
action and the date of the hearing thereon by this Board shall have been 
mailed to the holder of such certificate at his last known address at 
least twenty-five days prior to such hearing. At all such hearings the 
Attorney-General of this State, or one of his assistants designated by 
him, may sit with the Board as legal counsellor and advisor of the 
Board and to prepare for any legal action that may be determined upon 
by the members of the Board. 

Sec. 6. Be it further enacted, That a uniform fee of twenty-five 
($25.00) dollars shall be charged by the Board for each examination or 
certificate, or both, same to be paid in advance and to accompany appli- 
cation. 

In case of the failure on the part of any applicant to attend the 
examination at the date specified by said Board, or to pass a satisfactory 
examination, said applicant may appear at the next examination of said 
Board for re-examination upon the payment of the further sum of ten 
($10.00) dollars. 


From the fees collected under this Act the Board shall pay all 
expenses incident to the examinations, the expenses of issuing certifi- 
cates, the traveling expenses of members of the Board and their com- 
pensation and their maintenance expenses when performing their duties 
under this Act; PRovipED THAT NO EXPENSE INCURRED UNDER THIS ACT 
SHALL BE A CHARGE AGAINST THE FUNDS OF THIS STATE. Any surplus of 
receipts over expenses in excess of the sum of Five Hunprep ($500.00) 
dollars shall, at the end of each calendar year, be deposited by the 
Treasurer of the Board with the State Treasurer to the credit of the 
State School Fund. The members of this Board shall be paid an amount 
not exceeding fifteen ($15.00) dollars per day to each member for the 
time actually spent, and also all necessary traveling and maintenance 
expenses incurred in the performance of his duties under this Act. 


The Board shall report annually to the Governor the number of cer- 
tificates issued and the amount of receipts and disbursements under this 
Act. 


Sec. 7. Be it further enacted, That if ‘any person, or corporation, 
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represents himself, or itself, to the public as having received the certifi- 
cate provided for in this Act, or if he shall advertise himself as a 
Certified Public Accountant, or Certified Accountant, or Chartered 
Accountant, or use the initials C. P. A. or C. A, or otherwise falsely 
hold himself out as having qualified under this Act, while practis- 
ing in this State, without having actually received a certificate from 
the State Board of Accountancy, or if, having received such certificate, 
he shall continue to practise as a Certified Public Accountant after said 
certificate has been revoked, or if any person shall otherwise violate any 
of the provisions of this Act, he shall be deemed guilty of a misdemeanor, 
and, upon conviction thereof, shall be fined not less than one hundred 
($100.00) dollars, nor more than five hundred ($500.00) dollars, or 
imprisonment for not less than one month nor more than six months, or 
both, in the discretion of the court. 

Sec. 8. Be it further enacted, That if any person practising in the 
State of Tennessee as a Certified Public Accountant, under this Act, or 
who is in the practice of public accountancy as a Certified Public Ac- 
countant, or otherwise, shall wilfully falsify any report or statement 
bearing on any examination, investigation or audit made by him, or under 
his direction, he shall be deemed guilty of a misdemeanor, and, upon con- 
viction thereof, shall be punished by a fine of not less than one hundred 
($100.00) dollars nor more than one thousand ($1,000.00) dollars, or 
shall be isnprisoned for a term of not less than three months nor more 
than one year, or both such fine and imprisonment, for each time and 
for each item in which he may so falsify such reports. 

Sec. 9. Be it further enacted, That nothing herein contained shall be 
construed so as to prevent any person from being employed as a public 
accountant within this State. 

Sec. 10. Be it further enacted, That all acts or parts of acts in con- 
flict with the provisions of this Act are hereby repealed. 

Sec. 11. Be it further enacted, That this Act shall take effect from 
and after its passage, the public welfare requiring it. 


The Georgia Society of Certified Public Accountants 


At the regular annual meeting of the Georgia Society of Certified 
Public Accountants, held in Atlanta, February 22, 1913, the resignation 
of A. J. Haltiwanger as president was presented, and accepted with regret. 
The following officers were elected: President, Joel Hunter, Atlanta; 
vice-president, Alonzo Richardson, Atlanta; secretary-treasurer, Charles 
Neville, Savannah. James Furse, C.P.A., Savannah, was elected a member 
of the society. 

A general discussion took place on matters affecting the profession of 
accountancy in the southeastern states, and the members pledged them- 
selves to an educational campaign for the purpose of emphasizing the 
value of audit work by competent accountants. 


304 


4 

| 

i 


Certification of Borrowers’ Statements 


The following letter was recently sent to thirty-five hundred 
bank presidents by the Special Committee on Credit Information 
of the American Association of Public Accountants: 


The American Association of Public Accountants invites your per- 
sonal consideration of the question of the certification of borrowers’ 
statements by public accountants. With the idea of eliciting the opinion 
of the leading bankers of the country upon the subject this association 
is addressing a large number of bank presidents, and earnestly requests 
that the questions enclosed herewith may be answered. 

It will be within your recollection that the Committee on Credit In- 
formation of the American Bankers’ Association in its report of 1908 
strongly endorsed the idea of requiring independent certification of 
borrowers’ statements and statements presented by note brokers. The 
substance of the report is summed up in the following extract: 

“They (the committee) respectfully urge that every member exert 
his influence to have all paper purchased from note brokers presented 
with the accompanying statements audited by certified public account- 
ants and note brokers’ certificates of paper outstanding at the time of 
purchase * * * We would ask that the association by the adoption of 
this report recommend that its members in purchasing commercial paper 
from note brokers give preference to such names as furnish accompany- 
ing statements audited by certified public accountants and certificates 
signed by the note brokers of the amount of paper outstanding at the 
time of purchase.” 

In an address delivered before the New Jersey State Bankers’ Associa- 
tion in 1905, James G. Cannon made the following statement in regard 
to the question of compulsory certification: 

“The trend of every science is toward exactness. The advance to 
this point justifies a further step in advance * * * How shall this 
next step be taken? By establishing the custom of requiring statements 
of financial condition to bear joint certificates of a certified public 
accountant and of an engineer. 

“The certified public accountant has come into prominence within the 
past ten years and his profession has the guarantee of law in most 
States of the Union. He concerns himself with the books of account, 
and records and statements prepared by him have the support of such 
books, and the banker has the sense of security due to the disinterested 
and impartial nature of the accountant’s position. He may be called 
the referee in accountancy and the expert on cash valuations. 

“In brief, our next step is in the direction of accuracy. This is to 
be accomplished by having statements subjected to searching analysis 
certified by certified public accountants and engineers, and then credit 


395 


| 
1] 


The Journal of Accountancy 


will be extended strictly on the merit of the individual applying for 
loans.” 

David R. Forgan, president of the National City Bank, Chicago, 
speaking before the American Association of Public Accountants, in 
September, 1912, dealt with the relations between bankers and account- 
ants. He said in part: 

“In self protection against * * * deception, bankers have, within 
recent years, begun to demand, or at least encourage the practice of 
having statements for credit certified by public accountants. Only keen 
competition prevents this practice from becoming universal as it ought 
to be.” 

It is recognized that, as pointed out by Mr. Forgan, competition is 
preventing a strict adherence to the recommendations of the American 
Bankers’ Association that borrowers’ statements should be certified by 
certified public accountants, but it is the desire of the American Asso- 
ciation of Public Accountants to ascertain to what extent the practice 
of requiring independent certification is increasing or decreasing. Ac- 
cordingly you are requested to answer the questions enclosed herewith 
and address your reply to A. P. Richardson, Secretary, 55 Liberty Street, 
New York. 

Yours very truly, 
A. P. RicHarpson, 
Secretary. 


THE AMERICAN ASSOCIATION OF PUBLIC ACCOUNTANTS 


Spectra, CoMMITTEE ON CrepIt INFORMATION 
Inquiry Blank 
What is the attitude of your bank in regard to requiring that state- 
ments submitted by borrowers or note brokers shall be certified by 
public accountants? 


Where this is required how is it regarded by the borrowers of your 
bank? 


To what extent do you find that borrowers voluntarily submit certi- 
fied statements? 


Other things being equal, do certified statements have a favorable 
effect upon the terms and interest rates granted by your bank to bor- 
rowers? 

Do you notice an increase or decrease in the proportion of borrowers’ 
statements certified by public accountants? 


On the basis of the foregoing questions will you be kind enough to 
give us the benefit of your personal opinion on the general question 
of certification of borrowers’ statements? 


President. 
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The Tennessee C. P. A. 


Editor, Journal of Accountancy: 

Sir: I take pleasure in handing you herewith a copy of the C. P. A. 
bill which has just passed both branches of the legislature of Tennessee, 
and is awaiting the approval of the governor, which it doubtless will have 
received by the time this is published.* 

This bill embodies almost the entire text of the Virginia bill, which 
latter was at first approved by a meeting of the Tennessee Society of 
Public Accountants in Memphis in December last, with no material 
change except the insertion of the Missouri penalty clause. A committee 
was appointed at that meeting to arrange for presenting said bill to the 
legislature. As similar bills had been introduced in the legislature for 
the past several successive biennial sessions without success, the fate 
of this seemed rather dubious, or at least problematical. 

The writer had the honor to be consulted by the members of the 
committee referred to above, and, after a thorough review of the bill 
as approved by the Tennessee Society, some changes and additions were 
made which, we believe, have resulted in our having now the best C. P. A. 
bill on record. Incidentally, however, we are aware that there are several 
small features in the bill which we would have eliminated if we had 
felt it could be passed by the legislature without them; and, moreover, 
we would have inserted a few other features which would have made 
the bill more stringent, if we had not feared they would have prevented 
its passage. 

By a comparison with the Virginia law it will be seen that the main 
differences between it and ours are as follows: 

Section I. Instead of three members on the state board our bill re- 
quires five—all public accountants—two from the state at large, and one 
each from the three geographical grand divisions of the state—all to be 
appointed by the governor within thirty days after the passage of the act. 

Sec. III. Examinations to be held at the state capital only; applicants 
to have practised or have been employed “continuously” during the period 
required. Or, applicants must have graduated from the highest grade 
of high schools in the state or their equivalent. In retaining the book- 
keeper clause, we improved it by inserting the words “chief or head.” 
In inserting the diploma clause, we intended mainly to provide for the 
future and to increase the opportunities of capable scholars. After all, 
it is understood that even if an applicant be qualified according to this 
section, he must in addition make a thorough study of accounting text 
books at schools of accounts, or otherwise, before it would be possible to 
pass an examination. 

Sec. IV. We changed the last clause of this section, in order to 
meet local conditions as to time, and definitely establish the limit of 
applications. 
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Sec. V. In the fifth clause of this section we provide for the revoca- 
tion of a certificate issued to a holder of a C. P. A. certificate from 
another state, in case said state afterwards lowers its standard of priv- 
ileges or requirements. 

Sec. VI. Provides for a uniform fee of $25.00 from all applicants, 
whether by examination, waiver or other C. P. A. certificate; for the fees 
and expenses of the state board and for annually depositing all but a 
surplus of $500.00 with the state treasurer. 

S53. VII. In this section we inserted the words, “while practising in 
this state,” for obvious reasons. 

By comparison with the Missouri law it will be seen that in section 
VIII we adopted the penalty for fraud section practically as in said 
law, but applied the penalty not only for “each time” but for “each item” 
of falsification. 

After overcoming a little opposition in Memphis against any changes 
in the Virginia law, which arose chiefly from a laudable desire to avert 
any interference with the passage of the act by this legislature, Mr. 
Thos. A. Andrews, vice-president of the Tennessee Society, and the 
writer were delegated as representatives of West Tennessee to take the 
bill to Nashville, there to meet the accountants of Middle and East 
Tennessee, obtain their support, and finally to arrange for the introduction 
of the bill in the legislature. At a meeting of the representatives of the 
accountants of the state at Nashville, the bill as passed was adopted 
section by section, unanimously, on January 14th, and a committee was 
appointed by the meeting consisting of Mr. Geo. M. Clark, of Chatta- 
nooga, Mr. T. A. Andrews of Memphis, and Messrs. M. L. FcFarland, 
Ira P. Jones and A. B. Fisher of Nashville, to present and press the 
passage of the bill by the legislature. We had the pleasure of a personal 
interview with the governor and of securing his approval of such a 
measure in advance, as it was entirely meritorious and non-political—a 
benefit to all classes of business. The bill was introduced in the senate 
January 18th, and in the house several days later; was passed by the 
house February 20th, and by the senate February 21st. If the long 
dead-lock over election of United States senators and the subsequent 
election of several state officers had not intervened, doubtless this bill 
would have become a law some weeks ago, together with others. 

As it stands, however, we are thankful to get this old commonwealth 
into line at last with the rest, and agree that “honor should be given 
where honor is due.” To Mr. Clark, who has recently been appointed 
state auditor under a new law, and who has given unremitting attention 
to the matter at Nashville, and to Mr. Andrews who has been his able 
lieutenant, are chiefly due the credit for final success of this cause; 
although all the accountants in the state have unanimously contributed 
in every way to win the battle, will bury past differences, and will press 
forward harmoniously in future toward the accomplishment of greater 
victories. 

F. W. 


Memphis, Tenn., Feb. 24, 1913. 
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A Question of Depreciation Charge 
Editor, Journal of Accountancy: 

Sir: A manufacturing concern has, besides a general ledger, a private 
ledger. In the private ledger among capital accounts, etc., are kept prop- 
erty account and profit and loss. In the general ledger is kept an ac- 
count known as operating account, which shows the profit from work done 
which is all under contract. Incidentally, it is a structural steel and 
bridge shop. 

In closing out the books at end of the year, should depreciation on 
machinery be charged to operating account, or should it be charged to 
private ledger and thence to profit and loss? 

Since property accounts, including machinery, are kept in the private 
ledger, I take the stand that any depreciation (which is a credit to ma- 
chinery account) should be charged to profit and loss in the private ledger. 

Also inventory adjustment, I take it, should be charged to operating 
account in the general ledger, since the stock accounts are kept in the 
general ledger, and any adjustment in inventory is a loss or gain on 
operation. 

In the case of machinery depreciation it is different, depreciation hav- 
ing no relation to profit and loss, the same as loss or gain on bonds. 
I should be glad of an opinion on this matter through the columns of 
your valued JourNAL. 
Yours truly, 


Avex. T. Gites. 
Vianville, Montreal, Feb. 10, 1913. 


Concerning Our Shortcomings 
Editor, Journal of Accountancy: 

Sir: Some years ago I sent my cheque to the publishers for a year’s 
subscription to THe Journal or AccounTANCy, and requested that the 
JournaL be mailed to my business address. In giving my name I ap- 
pended thereto the letters “C.P.A.,” which I am expressly and legally 
permitted to do by wording of the certificate issued to me by the state 
of New York, and also by another state under their laws recognizing 
and standardizing our profession. The mailing department of the 
JouRNAL, contrary to the declared policy of its editorial department, per- 
sistently declined to “recognize the profession” by ignoring the letters 
“C.P.A.,” month by month, when addressing the JourRNAL on its address- 
ing machine. A year later I made the self-same request when remitting 
my subscription cheque, and the JourNAL’s mailing department again 
persisted for another year in omitting to recognize the letter “C.P.A.” 

I had been actuated in subscribing as much by a desire to give pro- 
fessional support to THe JourNaL oF ACCOUNTANCY as by any expectation 
of benefits to be derived from its perusal, and I thereupon allowed my 
subscription to expire. The Journat then sent me many requests by mail 
for a renewal, using various arguments as to why I should do so, most 
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of them being “for the good of the profession.” All of these communica- 
tions when mailed were addressed to me personally, and none of them 
professionally. 

Since then I have had but little faith in the genuineness of its efforts 
for a “recognition of the profession.” 

All this may appear an insignificant matter, but the principles involved 
are fundamental. Imagine for one moment, for instance, a medical pub- 
lication addressing known registered practitioners, or its professional 
subscribers, without using the prefix “Dr.” or the affix “M.D.”! Such 
an omission would be considered a professional insult. 

Now, can there be any good reason, among members of the account- 
ing profession, why the professional degree of C.P.A. is not as honorable, 
and as worthy of recognition through the mails, as the professional 
degree of M.D. is among the members of the medical profession? And 
if the degree of C.P.A. is to be thus ignored by those who should be 
foremost in recognizing it, and in such an important source of general 
public recognition as can be obtained when using the United States mails, 
is it any wonder that THe JourNAL oF AccoUNTANCY is perpetually advo- 
cating the “recognition of the profession” without obtaining results? Is 
it surprising that other publications should follow the example set by 
the official organ of The American Association of Public Accountants, 
and that a large proportion of the American public should remain 
ignorant of the meaning of the letters “C.P.A.,” and be unaware that 
accountancy is a profession legally recognized as such in this state for 
over sixteen years, and now recognized as a profession by the laws of 
nearly all of the other important commercial states of the Union? 

If the matter of interstate recognition of the degree has any bearing 
on the policy that is evidently being followed by THe Journat or Ac- 
COUNTANCY, surely, and with but very little trouble, the common sense 
rule of addressing as “C.P.A.” can be consistently and equitably adopted 
in the case of certified public accountants of any state, provided such 
addressees are either addressed at points, or are addressed from points, 
within the state or states which have granted them their professional 
degrees. 

New York City, February 14, 1913. C.P.A. 


Oregon 


A law regulating the practice of accountancy in the state of Oregon, 
and providing for a board of examiners and for granting the degree of 
certified public accountants to successful applicants, has recently been 


passed. 


Alabama State Association of Public Accountants 
At the annual meeting of the Alabama State Association of Public 
Accountants, held on February 22, 1913, the following officers were 
elected for the ensuing year: G. L. Lemon, president; W. G. Austin, 
vice-president; T. A. Ridout, secretary; C. S. Huffman, treasurer. 
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A SHORT HISTORY OF ACCOUNTANTS AND ACCOUNTANCY. 
By C. H. Wootr, M.A. Gee and Company, London, 1912. 284 pages. 
Cloth. $2.75. 

A very excellent little work intended for the use of students and for 
members of the profession, who wish a general knowledge of the 
origin, development and present conditions of accountancy. 

This book first appeared as a series of articles in The Accountant of 
London. Its treatment of its subject, as the title indicates, is by no means 
exhaustive, but is complete enough for the student of accountancy, and 
will be of interest to the accountant as giving a brief but clear and well- 
written description of origin and development of his profession. The 
author’s claim that the development of accountancy is a “manifestation 
of civilization,” and that the history of each is really one and the same, 
will undoubtedly awaken no little interest. 

The book is divided into four parts. Part I treats of the development 
of systems of accounting from ancient times to the end of the fifteenth 
century, and is the most complete and interesting of the book. Part II 
is a short section devoted to the growth of bookkeeping from the appear- 
ance of the first printed treatise in 1494 down to the present time. Part 
III discusses briefly the origin and progress of auditing, beginning with 
ancient Egypt. Part IV tells of the rise and progress of professional 
accountants and, though condensed, is extremely interesting. Its last 
chapter, particularly a discourse on the position and outlook of profes- 
sional accountants—is worth careful reading by the younger men of the 
profession. The book closes with a bibliography of all bookkeeping 
works up to the year 1800. 

The author, as he states in his introduction, has endeavored to produce 
a book that will serve the interests of the profession. His effort does 
&i] a need and will undoubtedly be well received. 


BOOKS RECEIVED FOR REVIEW 


Capitalization. By W. H. Lyon. 10913. 206 pages. 8vo, cloth. Price, $2. 
Houghton, Mifflin Co. 

Depreciation, Reserves, and Reserve Funds. By L. R. Dicksee, London. 
1913. 3rd edition. 84 pages. 8vo, cloth. Price, $1.40. Gee & Co. 

Handbook of Railroad Expenses. By J. S. Eaton. 10913. 559 pages. 
8vo, leather. Price, $3. McGraw-Hill Book Company. 

How to Analyze a Railroad Report. By John Moody. 10913. 224 pages. 
16mo, limp leather. Price, $2. Analyses Publishing Co. 

How to Invest Money Wisely. By John Moody. 1913. 177 pages. 16mo, 
limp leather. Price, $2. John Moody. 

The New Industrial Day. By W. C. Redfield. 1913. 213 pages. 8vo, 
cloth. Price, $1.25. The Century Co. 
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Psychology and Industrial Efficiency. By Hugo Munsterberg. 1913. 320 
pages. 8vo, cloth. Price, $1.50. Houghton, Mifflin Co. 

Railroad Finance. By Cleveland & Powell. 1912. 462 pages. 8vo, cloth. 
Price, $2.50. D. Appleton & Co. 

Selected Investments. By R. W. Babson. 1912. 259 pages. 4to, leather. 
Price, $3. Babson Statistical Organization. 


Announcements 


David S. Kerr, C.A., announces his retirement from the firm of Mar- 
wick, Mitchell, Peat & Co., and also from the firm of Marwick, Mitchell 
& Co. 


Charles Neville & Company, Certified Public Accountants, of Savannah, 
Georgia, announce that they have opened an office in the Heard National 
Bank Building, Jacksonville, Florida. 


Quail, Parker & Co., announce the opening of an office at 307 Crocker 
Building, Des Moines, Iowa, in charge of S. Bartlett Jones, A.C.A., 
C.P.A., who is a member of the firm. 


Child, Byrnes & Baker, New York, announce that Harry Mason Smith, 
C.P.A., has become a member of their firm, which will hereafter be cur- 
ducted under the name of Child, Byrnes, Baker & Smith. 


Charles A. Klein, C.P.A., announces the dissolution of the firm of 
Greenlinger and Meyer with which he was formerly connected, and 
further announces that he has opened an office in the National City 
Bank Building, 55 Wall Street, New York, for the practice of ac- 
countancy. 


Obituary 
Freperick C. Turts 
On February 10, 1913, Frederick C. Tufts, C.P.A., Fellow of 
the Certified Public Accountants of Massachusetts, and a mem- 
ber of the American Association of Public Accountants, died 


suddenly at the Copley Square Hotel, Boston. The funeral was 
held from his home at 252 Clinton Road, Brookline, Mass. 
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